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EXTENT, CAUSES AMD CONSEQUENCES OF DISEQUILJBRIA IN DEVELOPING COUNTRIES^ 

Economic management i s the focus of t h i s volume: the use of p o l i c y 
instruments to deal w i t h the occurrence of d e s t a b i l i s i n g f o r c e s ; to 
avoid the i n s t a b i l i t y or to o f f s e t i t s adverse e f f e c t s . But before 
e n q u i r i n g deeply about how t h i s may be attempted, and about the r o l e 
of the IMF i n t h i s context, i t i s f i r s t necessary to e s t a b l i s h the 
extent t o which i n s t a b i l i t y i s a problem i n developing c o u n t r i e s , and to 
say as much as i s p o s s i b l e at a general l e v e l about i t s causes. Is 
there p a r t i c u l a r l y severe i n s t a b i l i t y i n developing economies? How 
l a r g e are the movements i n question? Do they s e t i o u s l y reduce 
human welfare and the achievement of government o b j e c t i v e s ? Are they 
t y p i c a l l y iti5)orted from o u t s i d e , a cost of i n t e g r a t i o n i n t o the world 
economy, or i n i t i a t e d by forces at home? I t i s w i t h questions such as 
these that t h i s chapter i s concerned. 

F i r s t , however, there are some semantics t o get out of the way, 
concernied w i t h what i s meant by economic i n s t a b i l i t y " i n t h i s study. 
There i s much to be s a i d f o r the p r i n c i p l e that concepts should only be 
defined w i t h as much p r e c i s i o n as i s needed f o r the task i n hand, and i t 
s u i t s present purposes to opt f o r a l i t t l e vagueness. In f a c t , the word 
i n s t a b i l i t y i s not i d e a l f o r these purposes. I t connotes f l u c t u a t i o n s 
around some normal or trend value. F l u c t u a t i o n s are c e r t a i n l y part of 
our concern but we are even more concerned w i t h the occurrence of 
i n f l a t i o n and balance of payments d i f f i c u l t i e s . But i n f l a t i o n i s a trend, 
a p e r s i s t i n g upward movement of the p r i c e l e v e l ; balance of payments 
d i f f i c u l t i e s may a l s o p e r s i s t , becoming a norm r a t h e r than a d e v i a t i o n . 
We t h e r e f o r e p r e f e r to t a l k of ' d i s e q u i l i b r i u m " - the absence or l o s s of 
balance i n the economy. I t i s a word e l a s t i c enough to accommodate both 
f l u c t u a t i o n s and more p e r s i s t e n t c o n d i t i o n s which, i n senses to be 
defined p r e s e n t l y , r e v e a l imbalances i n the economic system. The 
o b j e c t i v e of economic management thus becomes that of r e s t o r i n g e q u i l i b r i u m 
to the economy; both to smooth out undesired f l u c t u a t i o n s and e l i m i n a t e 
unwanted trends i n p r i c e s and/or the balance of payments. 

1. D r a f t chapter 2 of a study of the I n t e r n a t i o n a l Monetary Fund and 
economic management i n developing c o u n t r i e s . 



Note from the above that there i s no mention of d e f l a t i o n : losses 
i n output and eii?)loyment r e s u l t i n g from a d e c l i n e i n aggregate money 
demand r e l a t i v e to productive c a p a c i t y . D e f l a t i o n i n Idcs i s a common 
r e s u l t of depressions i n the i n d u s t r i a l world (as i n 1974-75 and 1980-81). 
I t a l s o occurs as a by-product of government measures designed to strengthen 
the balance of payments and reduce i n f l a t i o n , and such unwanted consequences 
are of prime concern i n t h i s volume. Hotrever and l e a v i n g aside p o l i c y -
induced d e f l a t i o n , i t does not feature i n the f o l l o x ^ i n g survey of, 
d i s e q u i l i b r i a f o r a number of reasons. F i r s t , our p r i n c i p a l focus i s 
on the c o n t r o v e r s i e s surrounding IMF s t a b i l i s a t i o n p o l i c i e s and these 
are almost e x c l u s i v e l y concerned to combat balance of payments weaknesses 
and i n f l a t i o n . Second, the s t a t e of Idc s t a t i s t i c s creates p a r t i c u l a r l y 
acute problems f o r the measurement of d e f l a t i o n . T h i r d , i f we leave 
aside episodes r e s u l t i n g from downturns i n the r e s t of the world and 
from government attempts to r e s t r a i n demand, d e f l a t i o n i s not as common 
or a b i d i n g as the other types of d i s e q u i l i b r i a . While i t i s t r u e that the 
under-employment of c a p i t a l and labour i s a major feature of Idc economies, 
t h i s i s due more to deep-seated s t r u c t u r a l c h a r a c t e r i s t i c s than to a 
general and p e r s i s t e n t d e f i c i e n c y of money demand. At any one time the 
short-run e l a s t i c i t y of supply i s l i k e l y to be small i n key s e c t o r s so 
that an increase i n aggregate demand w i l l r e s u l t i n r i s i n g p r i c e s as i f 
the economy were f u l l y employed. Evidence c o n s i s t e n t w i t h t h i s view i s , 
i n f a c t , presented l a t e r . 

F i n a l l y , we are l a r g e l y , but not e x c l u s i v e l y concerned w i t h macro-
economic v a r i a b l e s . There i s no hard and f a s t d i v i d i n g l i n e between 
macro and micro. E s p e c i a l l y when examining the s t r u c t u r a l aspects of 
d i s e q u i l i b r i u m , i t i s e s s e n t i a l to attend to the behaviour of p a r t i c u l a r 
i n d u s t r i e s or markets. But our already daunting task would become q u i t e 
unmanageable i f we were a l s o to study microeconomic d i s e q u i l i b r i a and 
we t h e r e f o r e confine ourselves to examining these mainly f o r the l i g h t 
they can throw on the macroeconomy. 



I - THE EXTENT AND CONSEQUENCES OF INFLATION 

As w i l l be shwn s h o r t l y (Table 2 - 3 ) 5 p r i c e movements occur 
e s s e n t i a l l y i n only one d i r e c t i o n . The dovmward s t i c k i n e s s of p r i c e s 
i s a world-wide phenomenonp e x e r t i n g a r a t c h e t e f f e c t on the general p r i c e 
l e v e l . For t h i s reason, because of the observed s p i l l - o v e r from the same 
tendency i n the r e s t of the world and because s t r u c t u r a l d i s e q u i l i b r i a 
are bound to occur i n a <;rowing economy, some upward d r i f t of p r i c e s i s 
unavoidable. Moreover, during the 1950s and 1960s the r a t e of upx/ard 
d r i f t i n the absence of a d d i t i o n a l i n f l a t i o n a r y impulses was too slow i n 
many c o u n t r i e s to cause serious economic problems or losses of xirelfare. 

These f a c t s mean that i t xrould be u n r e a l i s t i c to regard zero i n f l a t i o n 
2 

as a s e n s i b l e o b j e c t i v e of economic p o l i c y . There are a t t r a c t i o n s to 
saying t h a t an i n f l a t i o n a r y d i s e q u i l i b r i u m e x i s t s v/hen the r a t e of p r i c e 
increase i s f a s t e r than the d e s i r e d r a t e . As i s suggested below, i t i s 
p o s s i b l e i n p r i n c i p l e to determine an optimum i n f l a t i o n r a te^ above tjhich 
p r i c e increases have negative e f f e c t s on economic growth and other 
p o l i c y goals (see Figure 1 ) . However, such an approach has the d i s ­
advantages that general increases i n the p r i c e l e v e l are never d e s i r e d f o r 
t h e i r oT-m sake, even though they may be accepted as a necessary consequence 
of other o b j e c t i v e s , and that i t i s , i n any case, v i r t u a l l y impossible to 
decide on the optimum r a t e i n any concrete s i t u a t i o n . 

2 . This p o i n t was r e c e n t l y stressed by l-Jhitehead, 1980, p. 858:-
% a t c o n s t i t u t e s s u c c e s s f u l ' s t a b i l i s a t i o n ' o f an economy, an e f f e c t i v e 
'adjustment' i n the i n t e r n a t i o n a l environment of the l a t e 1970s? 
Not even Switzerland s t i l l aims f o r zero increase i n the o v e r a l l l e v e l 
of domestic p r i c e s , f o r x^hen, alone among the na t i o n s of the world, i t 
d i d a t t a i n t h a t g o a l , the r e s u l t was to induce an inward f l i g h t of 
s p e c u l a t i v e c a p i t a l so unmanageable that the exchange r a t e soared out of 
c o n t r o l and the l e v e l of i n d u s t r i a l employment became unsustainable. 
In the c o u n t r i e s considered i n t h i s workshop, the most ambitious 
i n f l a t i o n t a r g e t nor? imaginable would be 10%/yr s i g n i f y i n g an exchange 
r a t e s t a b l e w i t h the US d o l l a r . Other s t a b i l i z a t i o n o b j e c t i v e s are 
e q u a l l y pragmatic accomodations to an e s s e n t i a l l y unstable economic 
s e t t i n g - e.g. a p u b l i c - s e c t o r d e f i c i t t h a t can be financed v o l u n t a r i l y 
vjithout e x c e s s i v e l y h i g h i n t e r e s t r a t e s , a d i s p r o p o r t i o n a t e expansion of 
the money supply or unsustainable amounts of f o r e i g n borrowing, where 
the d e f i n i t i o n of 'acceptable' magnitudes i s no longer c l e a r c u t . The 
o l d benchmarks given by exchange r a t e f i x i t y and low g l o b a l i n f l a t i o n 
have disappeared, l e a v i n g f a r more scope f o r s u b j e c t i v i t y and more r e l i a n c e 
on such serai-psychological i n t a n g i b l e s as 'confidence' i n the currency, 
and 'low expectations' of i n f l a t i o n based on 'sound' economic management. 
These terms r e f e r , of course, to the s u b j e c t i v e a t t i t u d e s o f wealth-
h o l d e r s , bankers, fund managers and the l i k e , who on these questions 
shape the views of s o c i e t y as a vrhole. In these matters of 'confidence' 
and 'expectations', o p i n i o n i s weighted on the b a s i s of one d o l l a r / o n e 
vote, not one man/one vote. 



I t i s probably more p r a c t i c a l , t h e r e f o r e , to define an i n f l a t i o n a r y 
d i s e q u i l i b r i u m as a p e r s i s t e n t tendency f o r p r i c e s t o r i s e at a r a t e 
greater than the 'normal' (or unavoidable)rate. The average r a t e of p r i c e 
increase d u r i n g the most recent p e r i o d when i n f l a t i o n was not regarded as 
c o n s t i t u t i n g a s i g n i f i c a n t problem might be taken as a proxy f o r the 
normal but even t h i s approach leaves much to be d e s i r e d , not the l e a s t 
because the normal w i l l d i f f e r between c o u n t r i e s . I n e v i t a b l y , t h e r e f o r e , 
the f o l l o w i n g d i s c u s s i o n u s u a l l y r e f e r s to the t o t a l i n f l a t i o n r a t e , 
r a t h e r than the excess over the optimum or the normal. H o p e f u l l y , t h i s w i l l 
not make much p r a c t i c a l d i f f e r e n c e . 

R e l a t i v e i n f l a t i o n i n Idcs 

Although t h i s may not always have been the case, i t i s w e l l documented that 
developing c o u n t r i e s now g e n e r a l l y s u f f e r more from r a p i d i n f l a t i o n than 
i n d u s t r i a l c o u n t r i e s . Thus, of the 21 c o u n t r i e s recorded by the IlIF as 
having consumer p r i c e increases of 15% or more i n 1979, a l l but one 
(Sweden) was a developing country. Table 2-1 summarises data beginning 
1953 and from t h i s a number of p o i n t s emerges 

- There was a general worldwide a c c e l e r a t i o n of i n f l a t i o n over 
the sub-periods. 

- In a l l periods the Western Hemisphere Idcs experienced much f a s t e r 
i n f l a t i o n than the r e s t of the w o r ld. (The averages i n the t a b l e 
are s t r o n g l y i n f l u e n c e d by the s t a t i s t i c s of a few p e r s i s t e n t 
h j r p e r - i n f l a t i o n c o u n t r i e s l i k e A r g e n t i n a , C h i l e and Uruguay but 
even i f these are excluded the remainder of the hemisphere s t i l l 

3 
records a f a s t e r r a t e of increase than any other major r e g i o n . 

- N o n - o i l A f r i c a n and A s i a n Idcs a l s o experienced c o n s i s t e n t l y 
more r a p i d i n f l a t i o n than the dcs, although the c o n t r a s t was l e s s 
markeds i n broad terms, A f r i c a atid A s i a could be s a i d to have 
shared w i t h i n d u s t r i a l c o u n t r i e s an experience of only m i l d 
i n f l a t i o n i n 1958-72. 

- The absolute gap between the dcs and n o n - o i l Idcs widened sha r p l y 
i n 1972-79. 

- Despite the absence of f i n a n c i a l c o n s t r a i n t s , o i l e x p o r t i n g 
c o u n t r i e s a l s o experienced a considerable a c c e l e r a t i o n i n the 
l a t t e r p e r i o d . 

3. Compare the f o l l o w i n g f i g u r e s f o r 1972-78 (from IMF, 1979): 
Western Hemisphere 34.0% 
Western Hemisphere e x c l u d i n g A r g e n t i n a , C h i l e and Uruguay 22.0% 
a l l Idcs e x c l u d i n g Argentina, C h i l e and Uruguay 16.9% 

Note: the above are weighed geometric means and not d i r e c t l y conroarable 
w i t h the f i g u r e s i n Table 2-1. 



Table 2-1. I n f l a t i o n Rates f o r Consumer P r i c e s , 1958-79 
(compound r a t e s of increasase, % p.a.) 

1958-65 1965-72 1972-79 

I n d u s t r i a l c o u n t r i e s 2.1 4.2 8.8 
O i l e x p o r t i n g c o u n t r i e s 2.5 3.5 13.1 
Other developing c o u n t r i e s 13.6 10.6 23.2 

of which: A f r i c a 5 . f 5.5 19.3 
A s i a 4.5 6.0 10.2 
Westerh Hemisphere 23.9 15.9 34.8 

Source; IMF, I n t e r n a t i o n a l F i n a n c i a l S t a t i s t i c s . 

Note: (a) 1960-65 

The above evidence r e l a t e s to i n f l a t i o n a r y trends but comparisons 
of f l u c t u a t i o n s around the trend are a l s o to the disadvantage of Idcs -
a f a c t of some p o l i c y s i g n i f i c a n c e , as w i l l be suggested s h o r t l y . 
I n v e s t i g a t i n g the r e l a t i v e p r i c e i n s t a b i l i t y of dcs and Idcs, Cole (1976) 
not only found that i n s t a b i l i t y was greater i n Idcs but a l s o that t h i s 
c o n t r a s t w i t h dcs was more marked than d i f f e r e n c e s i n t h e i r i n f l a t i o n 
r a t e s . This f i n d i n g has since been corroborated by work of the IMF 
(1979), the r e s u l t s of which are summarised i n Table 2-2. 

Table 2-2. R e l a t i v e P r i c e I n s t a b i l i t y of Selected Regions, 1965-77^ 

I n d u s t r i a l Other Western 
Countries Hemisphere^ A s i a ^ 

1. I n f l a t i o n r a t e (% p.a.) 
1965-72 4.2 16.6 6.0 
1972-77 3.9 38.4 11.2 

2. Standard d e v i a t i o n ^ 
1965-72 1.6 16.1 4.8 
1972-77 4.0 113.4 7.5 

3. C o e f f i c i e n t of v a r i a t i o n ^ 
1965-72 0.39 0.97 0.80 
1972-77 0.45 2.95 0.67 

Source; IMF, 1979, Table 9. 

Notes: (a) The i n f l a t i o n r a t e s are not q u i t e comparable w i t h those i n Table 2-1 
because of minor d i f f e r e n c e s i n country coverage. Data are not 
a v a i l a b l e .for a l l Idcs combined o r f o r A f r i c a . 

(b) E x c l u d i n g o i l e x p o r t i n g c o u n t r i e s . 
(c) Weighted mean r a t e s of increase i n consumer p r i c e i n d i c e s . 
(d) These are the mean values of SDs f o r each of the f i v e years. 

The annual SDs were computed from monthly observations. 
(e) C a l c u l a t e d d i r e c t l y from e n t r i e s (1) and ( 2 ) . 



We see there the general r e s u l t that the extent o f p r i c e i n s t a b i l i t y , 
as measured i n e n t r i e s 2 and 3, i s c o n s i s t e n t l y l a r g e r f o r the two 
developing regions (unfortvinately the source does not provide data f o r a l l 
Idcs together nor f o r A f r i c a ) when compared w i t h the i n d u s t r i a l c o u n t r i e s . 
This i s t r u e both of the p e r i o d of moderate i n f l a t i o n , 1965-72, and f o r the 
r a p i d i n f l a t i o n years, 1972-77. I t i s a l s o apparent from the t a b l e , however, 
that the degree o f p r i c e i n s t a b i l i t y i s i t s e l f p o s i t i v e l y c o r r e l a t e d w i t h 
the r a t e of i n f l a t i o n (although the behaviour of the A s i a n c o e f f i c i e n t of 
v a r i a t i o n i s an exception to t h i s ) , so that t o some extent the greater 
p r i c e i n s t a b i l i t y i n Idc regions i s a consequence of t h e i r more r a p i d l y 
r i s i n g p r i c e l e v e l s . 

Before t u r n i n g to consider the probable e f f e c t of these c h a r a c t e r i s t i c s 
on Idc economies, there i s one other feature of modem p r i c e behaviour 
which should be demonstrated, namely that i n f l a t i o n i s apparently i r r e v e r s i b l e . 
Table 2-3 presents f i g u r e s on the d i r e c t i o n of changes i n consumer p r i c e 
i n d i c e s , from which i t can be seen that i n i n d u s t r i a l and developing c o u n t r i e s 
a l i k e the vast m a j o r i t y of changes are upward. Out of 240 i n d u s t r i a l 
country observations there were no occasions at a l l when an index f e l l ; i n 
developing c o u n t r i e s a f a l l occurred i n only 31 out of 700 observations. 
Since downward s t i c k i n e s s of p r i c e s i s o f t e n a t t r i b u t e d to the power of 
trade unions and the p r i c i n g p o l i c i e s of i n d u s t r i a l o l i g o p o l i e s , greater 
downward f l e x i b i l i t y might be expected i n Idc c o n d i t i o n s ; i t s absence 
suggests that the most governments can r e a l i s t i c a l l y hope f o r i s to prevent 
(or moderate) f u r t h e r p r i c e i n c r e a s e s . The p r i c e l e v e l does not a c t u a l l y 
f a l l even i n response to d e f l a t i o n a r y p o l i c i e s . 

Table 2-3 - D i r e c t i o n of Change of Consumer P r i c e Index, 1964-74 

index no index 
f e l l change rose t o t a l 

INDUSTRIAL COUNTRIES 
No. of observations 0 1 239 240 
% of observations 0% 0.4% 99.6% 100.0% 

DEVELOPING COUNTRIES 
No. of observations 31 8 661 700 
% of observations 4.4% 1.1% 94.4% 100.0% 

Source; U.N. S t a t i s t i c a l Yearbook, 1975. Table 183. 



There i s thus much evidence that the incidence of i n f l a t i o n and p r i c e 
i n s t a b i l i t y has become p a r t i c u l a r l y severe i n developing c o u n t r i e s . This 
statement i s not s u f f i c i e n t . , hox^ever, to demonstrate that these phenomena 
are problems r e q u i r i n g c o r r e c t i v e a c t i o n by Idc governments. For a n t i -
i n f l a t i o n p o l i c i e s are a l s o l i k e l y to impose costs on the economy and i t 
cannot be deduced from the mere f a c t of i n f l a t i o n , even r a p i d i n f l a t i o n , 
that a n t i - i n f l a t i o n a r y measures would r e s u l t i n net b e n e f i t s . For one t h i n g , 
there i s the s t r u c t u r a l i s t p o s i t i o n that i n f l a t i o n i s the i n e v i t a b l e 
by-product of economic development and that governments should t h e r e f o r e 
adopt a passive a t t i t u d e towards i t . I t i s thus necessary to review the 
arguments and evidence concerning the impact of i n f l a t i o n on development 
before we can draw any conclusions about the d e s i r a b i l i t y of a n t i - i n f l a t i o n 
p o l i c i e s . 

4 
The developmental consequences of i n f l a t i o n 

According to the s t r u c t u r a l i s t view, there w i l l e x i s t at any given time 
some sectors which are u n d e r u t i l i s e d and s u f f e r i n g from inadequate demand 
c o e x i s t i n g m t h others experiencing excess demand and r i s i n g p r i c e s . 
Because of poor i n f o r m a t i o n flows, shortages of e n t r e p r e n e u r i a l and c a p i t a l 
resources, p o l i c y biases and other f a c t o r s making f o r small e l a s t i c i t i e s 
of supply, l a r g e d i s e q u i l i b r i a w i l l be necessary before economic for c e s 
respond to break the b o t t l e n e c k s . Because of downward s t i c k i n e s s , r i s i n g 
p r i c e s i n excess demand sectors w i l l not be o f f s e t by f a l l i n g p r i c e s i n the 
excess supply s e c t o r s and there w i l l thus be a continuous (but probably not 
very r a p i d ) upward movements i n the general p r i c e l e v e l . The a g r i c u l t u r a l 
s e c t o r i s l i k e l y to be important i n t h i s context, w i t h i t s small short-run 
e l a s t i c i t i e s of supply and i t s tendency i n many c o u n t r i e s to l a g behind the 
expansion of the remainder of the economy. A heavy cost would be imposed i n 
terms of reduced output and growth i f t o t a l demand were hel d to such low 
l e v e l s that p r i c e s were s t a b l e even i n the l o w - e l a s t i c i t y s e c t o r s . At l e a s t 
at moderate r a t e s of i n f l a t i o n , a t r a d e - o f f i s thus p o s t u l a t e d between growth 
and i n f l a t i o n s a s o c i e t y that gives p r i o r i t y t o growth must be w i l l i n g to 
t o l e r a t e the i n f l a t i o n that comes w i t h i t . 

liany economists accept the v a l i d i t y of t h i s argument and of the view 
that governments should a l l o w aggregate demand p e r s i s t e n t l y to exert m i l d 
pressure on a v a i l a b l e resources, as a stimulus to investment. 

4. K i l l i c k , 1981, chapter 7 f o r a f u l l e r d i s c u s s i o n of the arguments 
presented i n the follotAring paragraphs. 



Some have gone f u r t h e r to p o s i t i v e l y advocate i n f l a t i o n a r y d e f i c i t 
f i n a n c i n g by the government as a means of a c c e l e r a t i n g growth. The essence 
of t h i s argument i s that t h i s demand i n f l a t i o n w i l l r e d i s t r i b u t e income i n 
ways which r a i s e saving and investment. Company p r o f i t s (and s e l f - f i n a n c e d 
investment) w i l l go up as firm s f i n d themselves able to r a i s e p r i c e s without 
corresponding increases i n c o s t s . The government budget, so i t i s argued, 
w i l l a l s o b e n e f i t , i n the form of revenue from the ' i n f l a t i o n t a x ' , which 
i s the l o s s o f r e a l purchasing power inq)osed by r i s i n g p r i c e s on holders o f 
money balances. So long as companies and the government have l a r g e r marginal 
p r o p e n s i t i e s to save than the groups i n s o c i e t y whose r e a l incomes f a l l , 
t o t a l saving and investment thrill be incr e a s e d . And i f investment i s the 
b i n d i n g c o n s t r a i n t on the growth of the economy the r a t e of groxfth v i l l 

a c c e l e r a t e . 

In o p p o s i t i o n t o t h i s , there are others x7ho argue that i n f l a t i o n i s more 
l i k e l y to han^jer growth. Far from encouraging saving, r i s i n g p r i c e s 
p e n a l i s e i t by eroding i t s r e a l value. I n f l a t i o n , i t i s f u r t h e r argued, 
tends to d i s t o r t the composition of investment i n favour of q i u c k - y i e l d i n g , 
perhaps s p e c u l a t i v e , p r o j e c t s w h i le discouraging long-term investments i n 
research o r heavy i n d u s t r y . Moreover, i n f l a t i o n , the greater p r i c e 
i n s t a b i l i t y t h a t accompanies i t , and the ex p e c t a t i o n of counter-measures by 
the government, w i l l be in 5 ) e r f e c t l y a n t i c i p a t e d thus i n c r e a s i n g u n c e r t a i n t y 
and making forward planning more d i f f i c u l t . T h is w i l l d eter some investment 
a l t o g e t h e r and reduce the p r o d u c t i v i t y of the investments which do occur. 
In the extreme case, h y p e r - i n f l a t i o n r e s u l t s i n a f l i g h t out of money, a 
breakdown i n the a l l o c a t i v e e f f i c i e n c y of the economy, severe b o t t l e n e c k s , 
d y s f u n c t i o n a l changes i n the d i s t r i b u t i o n of income and retarded growth. 

However, i t i s argued, probably the most potent way i n which i n f l a t i o n 
can harm growth i s through i t s e f f e c t on the balance of payments. I f 
(a) i n f l a t i o n at home i s f a s t e r than the general r a t e of world i n f l a t i o n and 
(b) the exchange r a t e i s f i x e d or i m p e r f e c t l y f l e x i b l e then excess demand 
at home w i l l s p i l l over i n t o a d d i t i o n a l imports, and export production 
costs w i l l r i s e without conpensating increases i n world p r i c e s . The balance 
of trade w i l l thus be weakened and the economy may encounter a f o r e i g n 
exchange c o n s t r a i n t . 



These various arguments c o n f l i c t i n every vray except one; they a l l 
t r e a t growth as the dependent and i n f l a t i o n as the independent v a r i a b l e , 
w i t h c a u s a l i t y running from the l a t t e r to the former. I t i s , however, 
p o s s i b l e to reverse t h i s h i e r a r c h y , to argue that i n f l a t i o n vn.ll be a 
d i m i n i s h i n g f u n c t i o n of the r e a l grra^th o f the economy. Growth expands the 
supply of goods and s e r v i c e s which, i f not accon^anied by equal increases 
i n demand, can absorb p r e v i o u s l y e x i s t i n g pressures of excess demand. 
The growth of r e a l incomes w i l l i n c r e a s e the demand f o r money balances 
r e l a t i v e t o money supply which x-Till d i m i n i s h any excess supply of money 
and excess demand f o r goods. 

There i s thus a wide range of viewpoints on the l i k e l y connections 
between i n f l a t i o n and growth, y i e l d i n g q u i t e d i f f e r e n t hypotheses and 
p o l i c y i m p l i c a t i o n s . I t i s ^ n e v e r t h e l e s s , p o s s i b l e t o suggest a l i m i t e d 
degree of consensus w i t h i n the p r o f e s s i o n . This would p o s t u l a t e an 
inverted-U-shaped r e l a t i o n s h i p between i n f l a t i o n and growth of the type 
i l l u s t r a t e d i n Figure 2-1. At one end of the i n f l a t i o n a r y spectrum, 
i t i s suggested, there would be general agreement t h a t there i s some 'safe', 
low range o f i n f l a t i o n which w i l l be p o s i t i v e l y a s s o c i a t e d w i t h growth 
because i t w i l l s t i m u l a t e c a p a c i t y u t i l i s a t i o n and investment o r , more 
n e g a t i v e l y , because the p o l i c i e s needed to avoid i t would slow down the 
expansion of the economy. I t i s a l s o i n t h i s range that the growth of 
output w i l l have i t s most n o t i c e a b l e e f f e c t s i n moderating i n f l a t i o n a r y 
pressures. At the other end of the spectrum, there would probably be 
wide acceptance that very r a p i d i n f l a t i o n i s harmful to growth, f o r reasons 
already o u t l i n e d . I f there i s an inverted-U r e l a t i o n s h i p , i t i m p l i e s the 
existence of an optimal r a t e of i n f l a t i o n (b i n Figure 1), above vjhich i t 
becomes i n c r e a s i n g l y important f o r the government to take c o r r e c t i v e 
a c t i o n . 

5. The a r t i c l e by Lucas (1973) i s of p a r t i c u l a r i n t e r e s t i n t h i s context 
because he i m p l i c i t l y p o s t u l a t e s an inverted-U r e l a t i o n s h i p . He 
suggests that the d e l i b e r a t e use of i n f l a t i o n to s t i m u l a t e output i s 
only l i k e l y to succeed i f i t misleads s u p p l i e r s i n t o t h i n k i n g that 
r e l a t i v e p r i c e s are moving i n t h e i r favour, and t h i s i s only l i k e l y 
i f i n f l a t i o n i s employed only o c c a s i o n a l l y and moderately. This 
i l l u s i o n i s u n l i k e l y to su r v i v e p e r s i s t e n t i n f l a t i o n , however, as 
producers come to r e a l i s e t h a t they are faced w i t h a general, r a t h e r 
than a p a r t i c u l a r , p r i c e movement. 
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Figure 2-1. The r e l a t i o n s h i p between i n f l a t i o n and grotirth 

growth 
r a t e 

i n f l a t i o n r a t e 

However, only a l i m i t e d consensus i s claimed. Most would probably 
agree that s i n g l e - f i g u r e i n f l a t i o n i s i n the 'safe' range; and that r a t e s 
of above, say, 25% are l i k e l y to hamper the growth of output. The remaining 
disagreement i s about the e f f e c t s of i n f l a t i o n w i t h i n the n o t i o n a l range 
of 10% to 25% - but i t i s i n that range that much i n f l a t i o n occurs'. 

I t should, i n p r i n c i p l e , be p o s s i b l e to e s t a b l i s h the nature of the 
r e l a t i o n s h i p i n question through econometric t e s t i n g . There are, however, 
a niflnber of c o m p l i c a t i n g f a c t o r s . F i r s t , there are many i n f l u e n c e s on 
the growth of an economy besides the behaviour of the p r i c e l e v e l -
i n f l u e n c e s which are d i f f i c u l t to capture adequately i n r e g r e s s i o n models. 
Second, the r e l a t i o n s h i p hypothesised i n Figure 1 i s n o n - l i n e a r and i s 
thus not w e l l s u i t e d to t e s t i n g by the techniques of l i n e a r r e g r e s s i o n . 
T h i r d , i t i s p o s s i b l e f o r various of the i n f l u e n c e s summarised e a r l i e r t o 
be at work simultaneously but tending to cancel each other outs the top 
of the invested-U may be roughly h o r i z o n t a l over a range of i n f l a t i o n 
values and t h i s would r e s u l t i n weak c o r r e l a t i o n s . F i n a l l y , there are 
d i f f i c u l t i e s of i n t e r p r e t a t i o n , about the d i r e c t i o n of c a u s a l i t y between 
i n f l a t i o n and growth. 

I t i s t h e r e f o r e u n s u r p r i s i n g that few e m p i r i c a l s t u d i e s of the gorwth-
i n f l a t i o n r e l a t i o n s h i p have a r r i v e d at strong s t a t i s t i c a l r e s u l t s . Thus, 
a s u b s t a n t i a l study by T h i r l w a l l (1974 chapter 9) f a i l e d to f i n d s t r o n g l y 
s i g n i f i c a n t c o r r e l a t i o n s between these txro v a r i a b l e s . A study of 19 
L a t i n American c o u n t r i e s by G a l b i s (1979) s i m i l a r l y found that i n f l a t i o n 
had no explanatory value f o r v a r i a t i o n s i n growth r a t e s . Nevertheless, 



some stu d i e s have produced evidence, c o n s i s t e n t w i t h the inverted-U 
hypothesis - r e s u l t s which are not i n d i v i d u a l l y strong but which c o l l e c t i v e l y 
do assume some substance. 

Take f i r s t the follo^^ring naive but suggestive r e s u l t s of grouping 
developing c o u n t r i e s according to t h e i r i n f l a t i o n r ates and comparing 
t h e i r mean GDP growth r a t e s , f o r 1970-77 ( f i g u r e s i n brackets i n d i c a t e the 
number of countries i n each c l a s s ) 

growth r a t e of 
i n f l a t i o n r a t e r e a l GDP 

below 10% (33) 4.0 
10% to 20% (41) 5.5 
above 20% (11) 2.5 

Move now to the r e s u l t s of more s o p h i s t i c a t e d t e s t s . T h i r l w a l l and Barton 
(1971) found that the highest investment r a t i o s were found i n countries 
\-dth intermediate l e v e l s of i n f l a t i o n , compared w i t h low- and h i g h - i n f l a t i o n 
c o u n t r i e s . They also found a d e f i n i t e l y negative c o r r e l a t i o n among 
developing countries between growth and i n f l a t i o n rates i n excess of 10%. 
Tun Wai (1959) found a p o s i t i v e r e l a t i o n between growth and i n f l a t i o n up to 
an 'optimum' r a t e of 12.8%, above which growth apparently d e c l i n e d , although 
the s t a t i s t i c a l s i g n i f i c a n c e of the r e s u l t s was not high. Dorrance (1966) 
als o obtained r e s u l t s c o n s i s t e n t w i t h the inverted-U hypothesis, as d i d 
Lucas (1973). 

Since the growth of an economy i s l i k e l y to be s t r o n g l y i n f l u e n c e d by 
the r a t e s of saving and investment, an a l t e r n a t i v e approach to the study 
of the i n f l u e n c e of i n f l a t i o n i s to measure i t s e f f e c t on these v a r i a b l e s . 
Here too the evidence i s not str o n g , w i t h most r e s u l t s having u n s a t i s f a c t o r y 
l e v e l s of s i g n i f i c a n c e . Nevertheless, T h i r l w a l l (1974) d i d obtain r e s u l t s 
on the behaviour of saving vrhich conform to the inverted-U contour, and 
r e s u l t s on investment which i n d i c a t e d that i t was adversely a f f e c t e d by 
rates of i n f l a t i o n above some c r i t i c a l l e v e l . G albis (1979), on the other 
hand, found i n f l a t i o n to have no explanatory value f o r p r i v a t e investment 
(with e i t h e r s i g n ) , on the b a s i s of L a t i n American data. 

Evidence was presented i n Table 2.2 showing Idcs to e x h i b i t a 
greater degree of p r i c e i n s t a b i l i t y ( i . e . f l u c t u a t i o n s around the i n f l a t i o n a r y 
trend) than i n d u s t r i a l c o u n t r i e s so the question a r i s e s what consequences 

t). CoEiputed frora data i n 'Jorld Bank, '^Torld Developa'.ent Tveport, 1979 
(Hashinston, 1979). 

file:///-dth


t h i s i s l i k e l y to have. I t i s p o s s i b l e that i n s t a b i l i t y could be more 
adverse to growth than i n f l a t i o n i t s e l f , on the grounds that the main 
disadvantage of p r i c e movements i s that they add to u n c e r t a i n t y , i n c r e a s i n g 
the r i s k i n e s s of investment and making forward planning more d i f f i c u l t . 

On the b a s i s of such c o n s i d e r a t i o n s , two s t u d i e s have t e s t e d f o r 
c o r r e l a t i o n between growth and p r i c e i n s t a b i l i t y . Cole (1976) u t i l i s e d 
c r o s s - s e c t i o n data f o r 32 Idcs and, w i t h GDP groT^h as the dependent 
v a r i a b l e , t e s t e d f o r c o r r e l a t i o n w i t h (a) the trend r a t e of i n f l a t i o n 
and (b) f l u c t u a t i o n s around the trend. He found negative r e l a t i o n s h i p s 
i n both t e s t s but obtained stronger r e s u l t s w i t h f l u c t u a t i o n s as the 

2 
independent v a r i a b l e . The R s were small but s i g n i f i c a n t . 

Glezakos (1973) undertook a more elaborate t e s t of the e f f e c t s of 
u n c e r t a i n t y . Instead of measuring d e v i a t i o n s of p r i c e s from trend, he 
took d e v i a t i o n s from a l t e r n a t i v e models of r a t i o n a l expectations ( i . e . 
u n a n t i c i p a t e d changes) as h i s independent v a r i a b l e . His r e s u l t s r e f e r r e d 
to 41 Idcs i n 1953-68 and i n c l u d e d i (a) the negative e f f e c t of the trend 
r a t e of i n f l a t i o n was i n s i g n i f i c a n t ; (b) the negative e f f e c t of p r i c e 
i n s t a b i l i t y was s i g n i f i c a n t , i n the strongest cases, at the 1% l e v e l , 
(c) p r i c e i n s t a b i l i t y explained 12% to 21% of observed v a r i a t i o n s i n 
income growth r a t e s , depending on the form of the equation. Ke urged 
ca u t i o n about d e r i v i n g conclusions from c r o s s - s e c t i o n data but nevertheless 
suggested that s t a b i l i s a t i o n of the i n f l a t i o n r a t e might be a more approp­
r i a t e p o l i c y o b j e c t i v e than r e d u c t i o n of the r a t e i t s e l f . However, si n c e 
the trend r a t e and i n s t a b i l i t y around i t are p o s i t i v e l y c o r r e l a t e d t h i s 
suggestion may not imply much departure from conventional p o l i c i e s . 

As a f i n a l v a r i a t i o n on atteinpts to e s t a b l i s h the r e l a t i o n s h i p 
between growth and i n f l a t i o n , we should mention the s t u d i e s which have 
placed i n f l a t i o n on the l e f t - h a n d side of the equation and put growth 
among the explanatory v a r i a b l e s . As i s reported more f u l l y on page 36, 
there i s much supporting evidence f o r a negative c o r r e l a t i o n . The 
d i f f i c u l t y , of course, i s to decide i n which d i r e c t i o n the c a u s a l i t y runs. 

So f a r the d i s c u s s i o n has r e l a t e d e x c l u s i v e l y to the connections 
betvreen p r i c e movements and economic growth. But i t i s no longer necessary 
to argue that growth i s only one aspect of economic development. We must 
pay a t t e n t i o n t o the impact of i n f l a t i o n on the s t r u c t u r e of the economy, 
on poverty and on the d i s t r i b u t i o n of income, although the evidence i s 
t e n t a t i v e . Take f i r s t the impact on productive s t r u c t u r e . 



I t i s i n t u i t i v e l y p l a u s i b l e to t h i n k that a c c e l e r a t i n g i n f l a t i o n w i l l 
be a s s o c i a t e d w i t h increased r e l a t i v e movements of p r i c e s w i t h i n the 
economy. For one t h i n g , there are l i a b l e to be considerable d i f f e r e n c e s 
i n the supply e l a s t i c i t i e s of d i f f e r e n t s e c t o r s . Indeed, Hirschmann 
(1958) i s among those who have advocated the use of i n f l a t i o n to s t i m u l a t e 
output by p r o v i d i n g l a r g e i n c e n t i v e s f o r f r e s h investments i n l o w - e l a s t i c i t y 
s e c t o r s . We are not aware of any d i r e c t evidence on the behaviour of 
r e l a t i v e p r i c e s during i n f l a t i o n i n developing c o u n t r i e s , but there i s 
evidence from America that changes i n r e l a t i v e p r i c e s are a p o s i t i v e 
f u n c t i o n of the general r a t e of i n f l a t i o n ( V i n i n g and Elwertowski, 1976). 

Changing r e l a t i v e p r i c e s are l i k e l y to induce changes i n the compo­
s i t i o n of output i f they are of a more than t r a n s i t o r y nature. liThether 
i n f l a t i o n p e r s i s t e n t l y b i a s e s r e l a t i v e p r i c e s i n favour of p a r t i c u l a r 
sectors i s not c l e a r and Spraos (1977) has suggested, on the b a s i s of 
t h e o r e t i c a l c o n s i d e r a t i o n s , that the outcome w i l l be c r u c i a l l y i n f l u e n c e d 
by whether the problem i s one of demand or cost i n f l a t i o n . In the case 
of cost i n f l a t i o n , he suggests that r e l a t i v e p r i c e s v / i l l s h i f t s y s t e m a t i c a l l y 
i n favour of manufacturing; demand i n f l a t i o n w i l l s h i f t r e l a t i v e p r i c e s i n 
favour of primary production, of which f o o d s t u f f s i s l i k e l y to be the most 
important component. From a d i f f e r e n t standpoint, the s t r u c t u r a l i s t school 
claims a p e r s i s t e n t tendency f o r f i n a l food p r i c e s to r i s e r e l a t i v e to the 
general l e v e l , although they have supply b o t t l e n e c k s and a n t i - a g r i c u l t u r a l 
p o l i c y b i a s e s i n mind, r a t h e r than general excess demand. There i s , i n 
f a c t , some evidence of a b i a s towards a g r i c u l t u r e . For example, the median 
i n f l a t i o n r a t e f o r the 70 developing c o u n t r i e s covered by Table 2.3 was 
6.9% p.a.5 while the median r a t e f o r food items alone was 8.4%. On 
a l t e r n a t i v e assumptions about the weight of food i n the t o t a l index, t h i s 
i m p l i e s that food p r i c e s rose 35% to 50% f a s t e r than non-food items. 
Work by Edel (1969) al s o f i n d s evidence of a tendency f o r r i s i n g r e l a t i v e 
food p r i c e s . 

Any tendency f o r food p r i c e s to o u t s t r i p the general p r i c e l e v e l w i l l 
a l s o i n f l u e n c e the d i s t r i b u t i o n a l consequences of i n f l a t i o n , and the same 
i s true of other ways i n which the p r i c e l e v e l i n t e r a c t s w i t h the productive 
s t r u c t u r e . More g e n e r a l l y , the incidence of gains and l o s s e s w i l l depend 
upon the nature of the i n f l a t i o n a r y process; and upon the a b i l i t i e s of 
d i f f e r e n t groups i n s o c i e t y to a n t i c i p a t e i n f l a t i o n and p r o t e c t themselves 
against i t . I t i s d i f f i c u l t to g e n e r a l i s e but i f v;e take the case of demand 
i n f l a t i o n , w i t h siqjply e l a s t i c i t i e s i n f o o d s t u f f s production lower than f o r 
most other goods and a f i x e d exchange r a t e , then the gainers are l i k e l y to i n c l u d e 



(a) the producers and d i s t r i b u t o r s of f o o d s t u f f s ; (b) those who d e r i v e 
t h e i r incomes from p r o f i t s (because f i n a l s e l l i n g p r i c e s r i s e f a s t e r than 
cos t s when there i s demand i n f l a t i o n ) ; and (c) d i s t r i b u t o r s of i n s e r t e d 
goods (because bouyant demand c o n d i t i o n s and a f o r e i g n exchange c o n s t r a i n t 
w i l l r e s u l t i n a s c a r c i t y premium on such goods). The l o s e r s from t h i s 
type of s i t u a t i o n w i l l i nclude (d) the economically i n a c t i v e (the 
unemployed, housewives, the aged); (e) the urban poor; ( f ) other members 
of the urban wage-labour force; and (g) exporters (faced w i t h r i s i n g costs 
and a f i x e d exchange r a t e ) . 

I f t h i s i s accepted as a l i k e l y outcome, then i t seems more l i k e l y 
than not that i n f l a t i o n w i l l i ncrease i n e q u a l i t i e s , w i t h the urban poor 
being e s p e c i a l l y v u l n e r a b l e , although t h i s c o n c l u s i o n would need to be 
modified i f smallholder food farmers vjere s u b s t a n t i a l b e n e f i c i a r i e s . 
There i s , u n f o r t u n a t e l y , no systematic evidence on the d i s t r i b u t i o n a l 
e f f e c t s of i n f l a t i o n i n Idcs but a study of B r a z i l concluded that 'big 
i n d u s t r i a l i s t s , merchants and c o n t r a c t o r s , together w i t h b i g l a n d l o r d s ' 
were the most probable gainers. Studies of Ghana and I n d i a a l s o suggest 
that i n f l a t i o n increased i n e q u a l i t i e s and we are not aware of country s t u d i e s 
showing the opposite. 

7. On B r a z i l see K a h i l (1973, p. 332); 
I n d i a , Gupta (1974). 

on Ghana, L i s k (1976); and on 



I I - FAYTffiNTS DISEQUILIBRIA AI® THEIR CONSEQUENCES 

Conceptual d i f f i c u l t i e s 

Turning now to the notio n of a balance of payments d i s e q u i l i b r i u m we 
must again s t a r t by d e f i n i n g terms. The meaning of a payments 
d i s e q u i l i b r i u m i s n e i t h e r s e l f - e v i d e n t nor simple but i t i s a concept of 
c e n t r a l importance to t h i s volume. 

Take f i r s t the notio n of a balance of payments d e f i c i t . Since as a 
matter of double-entry book-keeping the complete balance of payments 
accounts sum to zero, a d e f i c i t can only r e f e r to a s u b - t o t a l , or p a r t i a l 
balance. The three most commonly used s u b - t o t a l s are the balance on 
current account ( v i s i b l e trade plus s e r v i c e s and non-governmental 
t r a n s f e r payments)," the b a s i c balance (the current account plus o f f i c i a l 
t r a n s f e r s plus long term c a p i t a l movements), and the o v e r a l l balance 
(which includes short-term c a p i t a l movements, e r r o r s and omissions, and 
i s that balance which must be matched by a corresponding change i n o f f i c i a l 
f o r e i g n exchange r e s e r v e s ) . Depending on country circumstances, a l l 
these balances y i e l d important information and wise o f f i c i a l s w i l l study 
a range of i n d i c a t o r s before forming judgements about the h e a l t h of t h e i r 
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country's payments p o s i t i o n . 

How, then, can we de f i n e a payments e q u i l i b r i u m ? In a country f o r 
v/hich, say, the b a s i c balance i s the best s i n g l e i n d i c a t o r i t i s tempting 
to d efine e q u i l i b r i u m as the existence of an approximately zero b a s i c 
balance but the apparent s i m p l i c i t y of t h i s f a l l s away on c l o s e r examination. 
F i r s t , there i s the question of the time span over which t h i s should be 
measured. I t i s c l e a r l y d e s i r a b l e to e l i m i n a t e p u r e l y seasonal i n f l u e n c e s 
by t a k i n g a pe r i o d of at l e a s t twelve months, but what of s l i g h t l y longer-
l a s t i n g but s t i l l e s s e n t i a l l y temporary disturbances emanating, perhaps, 
from o s c i l l a t i o n s i n world commodity p r i c e s ? Here i t i s u s e f u l to 
d i s t i n g u i s h between temporary d i s e q u i l i b r i a , which should normally be 
financed by the accumulation/decumulation of reserves and perhaps by 
short-term borrowing, and \-jhat the IMF c a l l e fundamental d i s e q u i l i b r i u m ; 

S, I t i s p r e f e r a b l e to exclude o f f i c i a l t r a n s f e r s from the current account 
because most of these are a i d flows that are more a p p r o p r i a t e l y t r e a t e d 
as a form of long-term c a p i t a l i n f l o w . Usages d i f f e r , however, and 
some s t a t i s t i c s of the current account i n c l u d e a l l t r a n s f e r s . 

9, For a s o p h i s t i c a t e d recent d i s c u s s i o n of payments i n d i c a t o r s and t h e i r 
i m p l i c a t i o n s f o r adjustment p o l i c i e s see Salop and S p i t a l l e r , 1930, 
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a p e r s i s t e n t tendency to experience unwanted pa3rments d e f i c i t s (or, 
t h e o r e t i c a l l y , surpluses) which cannot be financed i n d e f i n i t e l y and thus c a l l 
f o r more fundamental c o r r e c t i v e s . 

But even i f a country i s able, talcing one year w i t h the next, to 
maintain an approximately zero b a s i c balance, t h i s does not n e c e s s a r i l y 
s i g n a l an e q u i l i b r i u m s i t u a t i o n . The achievement of t h i s r e s u l t may 
prevent the government from securing a d e s i r e d increase i n i t s cushion of 
f o r e i g n exchange reserves, or a r e d u c t i o n i n e x t e r n a l indebtedness. To 
secure a zero b a s i c balance the government may be forced to in^ose harsher 
exchange c o n t r o l s or import d u t i e s than i t would wish. Or i t may have to 
maintain r e s t r i c t i v e d e f l a t i o n a r y domestic p o l i c i e s so as to r e s t r a i n the 
demand f o r imports. In other words, the d e f i n i t i o n of d i s e q u i l i b r i u m i s 
a c o n d i t i o n a l one, dependent on the simultaneous s a t i s f a c t i o n of other 
d e s i d e r a t a . The maintenance of a long-term payments e q u i l i b r i u m remains 
an important p o l i c y o b j e c t i v e but i t has to be given a r a t h e r complex 
d e f i n i t i o n s 

Balance of payments e q u i l i b r i u m e x i s t s when, i n a normal year, the 
b a s i c balance (or that balance chosen as most appropriate f o r the 
country i n question) approximates zero i n c o n d i t i o n s wheres there are 
no major unwanted r e s t r i c t i o n s on trade and payments? e x t e r n a l 
debts and debt s e r v i c i n g are not regarded as too l a r g e ; f o r e i g n 
exchange reserves are regarded as adequate; and the e q u i l i b r i u m 
does not depend on the maintenance of unwantedly d e f l a t i o n a r y domestic 
p o l i c i e s . 

Tt'To f u r t h e r p o i n t s of c l a r i f i c a t i o n . F i r s t , i t may be important to 
disaggregate sources of d i s e q u i l i b r i u m which are exogenous and beyond the 
c o n t r o l of domestic p o l i c i e s , e i t h e r because they emanate from world 
economic c o n d i t i o n s or from acts of God, and those which are to a greater 
extent endogenous and w i t h i n the i n f l u e n c e of government, such as export 
supply b o t t l e n e c k s or excess domestic demand. As i s shoxm l a t e r i n t h i s 
volume, the p o l i c y c o r r e c t i v e s needed to cope vdth d i s e q u i l i b r i a are l i k e l y 
to d i f f e r i n the two cases. 

Second, the n o t i o n of import c a p a c i t y i s important to an understanding 
of the s t a t e o f the balance of payments. Countries export and seek other 
sources of f o r e i g n exchange p r i m a r i l y i n order to buy the products of other 
n a t i o n s . Economic development and gromng incomes w i l l generate a r i s i n g 
demand f o r such imports. A c r u c i a l t e s t of a country's payments performance. 



t h e r e f o r e , i s whether i t i s able to expand inq)ort c a p a c i t y i n l i n e w i t h 
i i q j o r t demand. I f i t cannot do so i t w i l l have to r e s o r t to unwanted 
c o n t r o l s and/or d e f l a t i o n a r y p o l i c i e s and thus cannot, on the d e f i n i t i o n 
o f f e r e d above, be s a i d to have achieved e q u i l i b r i u m . 

As we t u r n now to examine the evidence on the extent of payments 
d i s e q u i l i b r i a , i t w i l l be evident from the above that i t i s impossible to 
reduce t h i s to simple s t a t i s t i c a l measurement. I t i s r a t h e r a matter of 
draxd.ng upon a v a r i e t y of i n d i c a t o r s to convey the extent of the problem. 

Evidence on payments d i s e q u i l i b r i a 

We s t a r t by d i s c u s s i n g i n d i c a t o r s of temporary d i s e q u i l i b r i a , f o r which the 
most r e a d i l y a v a i l a b l e evidence concerns the i n s t a b i l i t y of export 
earnings. I t i s w i d e l y accepted that Idcs export products whose p r i c e s 
are more v o l a t i l e than the export p r i c e s of the i n d u s t r i a l n a t i o n s and 
that t h i s o f t e n leads to wide f l u c t u a t i o n s i n export r e c e i p t s . This can 
be measured i n v a r i o u s x-rays and Table 2-4 presents two of these, comparing 
Idcs and dcs, and trends over time. 

Table 2-4. Comparative Indices of Export Earnings I n s t a b i l i t y 

Measured d e v i a t i o n s 
from: 

Developed c o u n t r i e s 
1952-61 1962-71 

Underdeveloped c o u n t r i e s 
1952-61 1962-71 

moving average 5.6 4.0 8.4 5.7 

l o g a r i t h m i c trend 9.3 6.0 11.3 9.0 

Source; Murray, 1978, Table 1. 

I t i s apparent that there was a g l o b a l tendency towards reduced i n s t a b i l i t y 
between the two sub-periods, enjoyed by both country groupings, but i t 
seems almost c e r t a i n that s i m i l a r measurements f o r the remainder of the 
1970s x«7ould show i n s t a b i l i t y i n c r e a s i n g again. I ^ a t i s more re l e v a n t f o r 
present purposes, hoxrever, i s that f o r both sub-periods the i n s t a b i l i t y 
experienced by Idcs was s u b s t a n t i a l l y the l a r g e r by both measurements shown 
i n the t a b l e . 

10. See Lax^son, 1980 (p. 107) who argues that " i n the l a t e s i x t i e s and 
e s p e c i a l l y i n the e a r l y seventies export i n s t a b i l i t y was r i s i n g 
r a p i d l y back towards the l e v e l s i t had a t t a i n e d i n the f i f t i e s . " 



Another i n d i r e c t i n d i c a t o r of v u l n e r a b i l i t y t o short-term d i s e q u i l i b r i a 
i s set out i n Table 2-5 which provides measures of i n s t a b i l i t y i n the 
commodity terms of trade. Here too we see a l a r g e and c o n s i s t e n t 
tendency f o r the i n s t a b i l i t y experienced by Idcs to exceed that of dcs. 
In t h i s case the data go up to 1975, thus i n c o r p o r a t i n g the commodity 
boom and o i l p r i c e increases of the f i r s t h a l f of the 1970s, and show a 
marked increase i n the i n s t a b i l i t y i n d i c e s . 

Table 2-5. C o e f f i c i e n t s of V a r i a t i o n of Terms of Trade 

OECD co u n t r i e s 

(percentages; 
1960-70 

3.77 

unweighted averages) 
1965-75 

7.03 

Developing c o u n t r i e s 
w i t h 1974 per c a p i t a GNPs o f : ^ 

over $800 
$301-800 
$300 and l e s s 

9.20 
8.98 
8.48 

11.46 
12.40 
10.67 

Source; D e l l and Lawrence, 1980, Table 4. 

Note; (a) O i l e x p o r t i n g Idcs excluded. 

As a f u r t h e r i n d i c a t o r of v u l n e r a b i l i t y to short-term payments f l u c t u a t i o n s 
we can add the i n f o r m a t i o n that developing c o u n t r i e s appear g e n e r a l l y to 
experience c o n s i d e r a b l y greater i n s t a b i l i t y i n t h e i r f o r e i g n exchange 
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reserves than the i n d u s t r i a l c o u n t r i e s . This plus the evidence presented 
i n Tables 2-4 and 2-5 i s s u f f i c i e n t t o create a strong presunq)tion that Idcs 
are e s p e c i a l l y prone to t h i s type of d i s e q u i l i b r i u m . 

Whether t h i s matters much i s a moot p o i n t , however. One can p r e d i c t 
on a p r i o r i grounds that short-term i n s t a b i l i t y would in5)ose welfare costs 
i n a number of ways. I t r e q u i r e s the c o u n t r i e s most v u l n e r a b l e to sudden 
disturbances t o maintain a l a r g e r stock of i n t e r n a t i o n a l reserves. 

11. I t should be emphasised that Table 2-5 measures d e v i a t i o n s from trend 
v a l u e s , i n e i t h e r d i r e c t i o n , and t h a t t h i s i s q u i t e a separate i s s u e 
from the controversy about secular movements i n the terms of trade of 
primary product exporters or of Idcs. 

12. C o l e , 1976 Table 2, presents data on the standard e r r o r of the r a t i o of 
f o r e i g n exchange reserves t o import values f o r 10 i n d u s t r i a l c o u n t r i e s 
and 52 Idcs i n 1960-72. From these i t can be computed that the 
(unweighted) average standard e r r o r s f o r the two groups were 7.33 and 9.57 
r e s p e c t i v e l y . 



r e l a t i v e to the value of t h e i r i n t e r n a t i o n a l pajrments, than would otherwise 
be the case and t h i s locks Up r e a l resources (the imports foregone) which 
could otherwise be used f o r consumption or investment goods. The u n p r e d i c t ­
a b i l i t y of incomes derived from e x p o r t i n g , the d e s t a b i l i s i n g impact of 
f l u c t u a t i n g reserves on the money supply, and the p o s s i b l y negative e f f e c t s 
of measures adopted to cope w i t h sudden payments c r i s e s can a l l be expected 
to increase u n c e r t a i n t i e s and the r i s k i n e s s of investment, and to discourage 
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saving, thus r e t a r d i n g economic growth. E m p i r i c a l research has, however, 
f a i l e d to y i e l d c o n c l u s i v e evidence of s i g n i f i c a n t l y negative e f f e c t s , w i t h 
r e s u l t s v a r y i n g from one study to the next. On the b a s i s of a survey of 
t h i s evidence B i r d (1978, p. 49) concluded t h a t : 

the e m p i r i c a l evidence c u r r e n t l y a v a i l a b l e does not permit a f i r m 
c o n c l u s i o n t o be reached concerning e i t h e r the q u a n t i t a t i v e or indeed 
the q u a l i t a t i v e consequences of export i n s t a b i l i t y . VJhilst there are 
t h e o r e t i c a l reasons and some data which suggest that many developing 
co u n t r i e s could s u f f e r as a r e s u l t of export i n s t a b i l i t y , there i s a l s o 
enough evidence t o suggest that not a l l c o u n t r i e s which experience 
export i n s t a b i l i t y do n e c e s s a r i l y or a u t o m a t i c a l l y s u f f e r as a d i r e c t 
r e s u l t of i t . 

What seems l i k e l y i s that negative e f f e c t s are present but that these are of 
modest s i z e and are swamped by other determinants of economic a c t i v i t y , 
thus f a i l i n g to y i e l d strong r e g r e s s i o n r e s u l t s . To the extent that Idcs 
do p a r t i c u l a r l y s u f f e r from pajnnents d i a e q u i l i b r i a , t h e r e f o r e , i t i s 
p e r s i s t e n t d e f i c i t s t hat are l i k e l y to be the more damaging. We proceed, 
t h e r e f o r e , to survey the evidence on t h i s . 

Take f i r s t trends i n the commodity terms of trade. Much research has 
been devoted to examining long-term trends i n the terms of trade of 
primary producers and of developing c o u n t r i e s , w i t h r e s u l t s v a r y i n g 
according to the pe r i o d and product or country grouping chosen.^^ What i s 
not much i n dis p u t e , however, i s that since the end of 1973 the movements 
i n the terms of trade of o i l - i n 5 ) o r t i n g Idcs has been g e n e r a l l y adverse, 
w i t h IMF data showing a 17% d e t e r i o r a t i o n between 1973 and 1979.'''^ 

Such a trend has n a t u r a l l y tended to a c c e l e r a t e what some (e.g. Balassa, 
1964) have argued t o be a sec u l a r d e t e r i o r a t i o n i n Idcs' balance of trade. 

13. See B i r d , 1978, chapt. 3, f o r a survey o f , and reference t o , the 
l i t e r a t u r e . Lim, 1980, has since u t i l i s e d Friedman's permanent income 
hypothesis to suggest that export i n s t a b i l i t y may a c t u a l l y r a i s e 
aggregate saving, a view f o r i ^ i c h he f i n d s some supporting evidence. 

14. See B i r d , op. c i t . chapt. 4 f o r a survey of t h i s l i t e r a t u r e . 

15. See IMF, Annual Report, 1980, Table 4. 



I t i s w e l l known that Id c s , other than the o i l e x p o r t e r s , p e r s i s t e n t l y 
record l a r g e current account d e f i c i t s , which have grown l a r g e r i n recent 
years. Thus, i n 1976-79 o i l - i i n ) o r t i n g Idcs i n c u r r e d aggregate c u r r e n t 
d e f i c i t s of $122 bn, against surpluses of $19 bn by the i n d u s t r i a l 
c o u n t r i e s and $145 bn by the major o i l e x p o r t e r s . Comparisons of absolute 
magnitudes can mislead, however, because they need to be r e l a t e d to the 
value of trade of the r e s p e c t i v e country groupings. Table 2-6 t h e r e f o r e 
provides f i g u r e s showing the current d e f i c i t s expressed as a p r o p o r t i o n 
of imports. 

Table 2-6. Current Account D e f i c i t s of I n d u s t r i a l Countries and 
O i l - i m p o r t i n g Idcs as percentage of Merchandise Iiiq>orts, 

1973-793 

1973 1974 1975 1976 1977 1978 
Average f o f 

1979 p e r i o d * 

I n d u s t r i a l c o u n t r i e s (2.9) 0.7 (4.2) 0.1 0.5 (3.7) 0.4 (1.3) 
O i l - i i n ) o r t i n g Idcs 10,8 25.2 27.9 19.1 13.9 15.5 19.3 18.8 
of which? 

Major exporters of 
manufactures 7.5 26.4 27.0 16.7 9.3 9.1 15.3 15.9 
Low-income Idcs 35.4 44.2 41.5 24.8 15.8 27.3 32.8 31.7 

Sources; IMF Annual Report, 1980, Table 9 f o r Idcs; v a r i o u s IMF p u b l i c a t i o n s 
f o r i n d u s t r i a l c o u n t r i e s 

Note; (a) Current account excludes o f f i c i a l t r a n s f e r payments. 
Figures i n brackets i n d i c a t e current account surpluses. 

A number of f e a t u r e s emerge from t h i s . . We see t h a t Idcs experienced d e f i c i t s 
throughout t h i s p e r i o d , whereas the i n d u s t r i a l c o u n t r i e s recorded surpluses 
i n three of the seven ye a r s , as w e l l as an o v e r a l l s u r p l u s f o r the p e r i o d as 
a whole. The average d e f i c i t f o r the o i l - i m p o r t i n g Idcs was e q u i v a l e n t to 
n e a r l y o n e - f i f t h of imports but there were large d i f f e r e n c e s between the two 
Idc sub-groups shown i n the lower p a r t of the t a b l e . The p o s i t i o n of the 
low-income Idcs was c o n s i s t e n t l y much the worst, w i t h an average d e f i c i t 
equal to n e a r l y a t h i r d of imports. These were a l s o the c o u n t r i e s e x p e r i e n c i n g 
the l a r g e s t absolute year-to-year f l u c t u a t i o n s i n the s i z e of t h e i r d e f i c i t s 
r e l a t i v e to imports, twice as large as f o r a l l o i l - i m p o r t i n g Idcs taken 
together and over f i v e times as large as the i n d u s t r i a l c o u n t r i e s . 

T l i i s evidence, w h i l e i t i s c e r t a i n l y suggestive, i s however i n s u f f i c i e n t 
as a rreasure of d i s e q u i l i b r i a because when data on the b a s i c balance are examined 



a completely d i f f e r e n t p i c t u r e emerges. Inflows of long-term c a p i t a l were 
more than s u f f i c i e n t i n 1976-79 to finance the current d e f i c i t s of o i l -
in5)orting Idcs ($192 bn against $122 bn), who were a c t u a l l y able to increase 
the value o f t h e i r reserves by $54 bn^^ But while these f i g u r e s provide a 
warning against t a k i n g too a l a r m i s t a view of Idcs' payments p o s i t i o n , they 
a l s o need to be i n t e r p r e t e d w i t h care. 

F i r s t , r e c a l l that payments e q u i l i b r i x u n was defined i n r e l a t i o n to 
d e s i r e d l e v e l s of e x t e r n a l debt. C l e a r l y , f i n a n c i n g on the s c a l e j u s t 
mentioned i n v o l v e d large increases i n e x t e r n a l indebtedness, by no means a l l 
of which were d e s i r e d (the e x t e r n a l debts o f Idcs went up from $142 bn at 
end-1974 to $376 bn at end~1979 ). Moreover, an i n c r e a s i n g p r o p o r t i o n of 
borrowing was on commercial terms, w i t h higher i n t e r e s t rates and s h o r t e r 
repayment periods than from most o f f i c i a l sources. The f i n a n c i a l cost of 
s e r v i c i n g t h i s debt thus rose v / e l l over 3 - f o l d i n 1974-79 (from $21 bn to $69 bn). 
I t a l s o rose r e l a t i v e t o export earnings, as shown i n Figure 2-2. Here too 
the p o s i t i o n of low-income Idcs i s revealed as p a r t i c u l a r l y unfavourable, 
w i t h respect both to the steepness of the trend s i n c e 1977 and the absolute 
s i z e of the r a t i o . 

Figure 2-2. Debt S e r v i c i n g of No n - o i l Idcs as a percentage of 
Exports of Goods and S e r v i c e s , 1973-79^ 
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Source; "rom IMF op. c i t . . Chart 9 
Note; (a) These r a t i o s r e f e r only t o e x t e r n a l p u b l i c debt w i t h a 

mat u r i t y of more than one year. 

16. See IMF, op. c i t . Table 7. 
17. See World Bank, Annual Report, 1980, p. 21. 



Payments e q u i l i b r i u m x^as a l s o defined e a r l i e r by reference to the 
maintenance of a deisired l e v e l of f o r e i g n exchange reserves and on t h i s 
s ubject f i g u r e s showing an increase f o r n o n - o i l Idcs need t o be t r e a t e d 
w i t h c a u t i o n . When e:q)ressed r e l a t i v e to the value of imports, Idc 
reserves are smaller than f o r the other major country groupings, even 
though the greater i n s t a b i l i t y of t h e i r trade creates a prima f a c i e 

18 
case f o r a r e l a t i v e l y l a r g e r cushion of reserves. As at end-1979 Idc 
reserves were equivalent to 35% of 1979 iiiq)orts, a g ainst p r o p o r t i o n s of 
40% and 68% f o r the i n d u s t r i a l and o i l e x p o r t i n g groups r e s p e c t i v e l y . 
lftifortunately» separate data are not a v a i l a b l e f o r the low-income sub-group 
of Idcs, but that t h e i r reserve r a t i o i s lower than f o r other n o n - o i l Idcs 
i s i m p l i e d by the f a c t that the r a t i o f o r A f r i c a n n o n - o i l Idcs at end-1979 
was only an estimated 22%, against the o v e r a l l Idc average of 35%. 

We should a l s o beware of money i l l u s i o n . For w h i l e the nominal value 
of Idc reserves increased during the 1970s t h i s d i d not keep pace w i t h the 
r i s i n g i n s e r t b i l l . And i f we again use the n o n - o i l A f r i c a n Idcs as a 
prc".y f o r a l l low-income Idcs, we should note t h a t t h e i r reserve r a t i o f e l l 
from an estimated 26% to 22% i n 1973-79. Moreover, much of the in c r e a s e i n 
the nominal value of Idc reserves was the f o r t u i t o u s r e s u l t of the s t e e p l y 

19 
r i s i n g world p r i c e of gold. 

There are f u r t h e r reasons why we should not take f i g u r e s of current 
account d e f i c i t s and t h e i r f i n a n c i n g as s u f f i c i e n t i n d i c a t o r s of the s t a t e 
of Idcs' balance of payments. R e c a l l i n t h i s connection t h a t a payments 
e q u i l i b r i u m was defined above as being c o n d i t i o n a l upon the absence of 
u'uvarted c o n t r o l s on imports and c a p i t a l t r a n s a c t i o n s . I t i s w e l l known, 
howwer, that many Idcs maintain extensive exchange c o n t r o l s f o r balance o f 
pasraients purposes - c o n t r o l s they would presumably p r e f e r to avoid (with given 
exchange r a t e s ) i f t h e i r payments s i t u a t i o n s allowed i t . This c l e a r l y i s not 
a f a c t o r e a s i l y reduced to s t a t i s t i c a l demonstration but some s u b s t a n t i a t i o n 
can be i n f e r r e d from the f a c t that as at the end of 1978 58% of the Idc 
members of the IMF maintained r e s t r i c t i o n s on current account payments, 

13. See B i r d , 1978 chapt. 5, f o r a d i s c u s s i o n of Idcs' demand f o r 
i n t e r n a t i o n a l reserves. 

19. I-JlfC'i adjusted f o r a break i n the import tin» s e r i e s i n 1975, n o n - o i l 
c-. •'.• cping c o u n t r i e s ' t o t a l i n t e r n a t i o n a l reserves were e q u i v a l e n t to 
ZrJ-z of imports at end-1973 and 35.0% at end-1979. I f we exclude the 
inc r e a s e i n reserves a t t r i b u t a b l e simply to higher world market g o l d 
p r i c e s the r a t i o s are 38.4% and 24.6% r e s p e c t i v e l y . On the same b a s i s , 
the r a t i o f o r n o n - o i l A f r i c a n Idcs f e l l from 31.3% to 16.5%. C a l c u l a t i o n s 
based on IMF, op. c i t . . Table 14 and I n t e r n a t i o n a l F i n a n c i a l S t a t i s t i c s . 



against only 6% of the Western i n d u s t r i a l i s e d country members. Despite 
c o n t r o l s , however, a number of Idcs experience d i f f i c u l t y i n meeting t h e i r 
o b l i g a t i o n s , so t h a t , f o r i n s t a n c e , the Fund management i n 1980 expressed 
i t s "utmost concern" over the i n c r e a s e d number of c o u n t r i e s r e p o r t i n g a r r e a r s 

21 
i n current or c a p i t a l payments. The Fund a l s o reported that the number of 
Idcs w i t h a r r e a r s on current payments or seeking t o re-negotiate debt 
o b l i g a t i o n s grew from 3 i n 1974 to 18 at end-1978. I t i s a l s o 8ynq)tomatic 
of the s p e c i a l tendency f o r Idcs t o experience payments d i f f i c u l t i e s t hat 
i n recent years i t i s almost e x c l u s i v e l y Idcs which have negotiated stand-by 
arrangements w i t h the IMF: a l l except one of the 41 stand-by arrangements 

22 
i n f o r c e d u r i n g the Fund's 1979/80 f i n a n c i a l year was w i t h an Idc. 

F i n a l l y , there i s c l e a r evidence that Idcs are o f t e n forced t o manage 
t h e i r balance of payments by c u t t i n g down on the volume of imports (one 
reason f o r the prevalence of exchange c o n t r o l s ) . T h i s makes data on current 
account d e f i c i t s and t h e i r f i n a n c i n g p a r t i c u l a r l y inq>erfect i n d i c a t o r s of 
d i s e q u i l i b r i a . Thus, D e l l and Lawrence (1980) undertook a d e t a i l e d study 
of the ways i n 13 Idcs adjusted to the o i l c r i s i s of 1974-75 and found 
t h a t 8 of these had been forced i n t o p o l i c i e s which r e s u l t e d i n a con^ression 
of 'developmental' imports below the q u a n t i t y that would normally be r e q u i r e d 
at current l e v e l s o f a c t i v i t y . That such an experience was common f o r the 
mid-seventies i s a l s o suggested by Figure 2-3 which a l s o shows, however, 
that i t was the low-income Idcs that were much the worst a f f e c t e d . A more 
recent IMF estimate suggests that i n 1979 the import volume of low-income 
Idcs was only 5% above the 1973 l e v e l , iiiq>lying a s u b s t a n t i a l per c a p i t a 

22 
r e d u c t i o n . I t i s thus m i s l e a d i n g t o examine payments d i s e q u i l i b r i a i n 
terms of the amount of f i n a n c i n g needed to cover c u r r e n t account d e f i c i t s . 
To some extent the s i z e of the d e f i c i t s i s a f u n c t i o n of esqiectations about 
the amount of f i n a n c i n g a v a i l a b l e and the teirms upon which i t can be obtained. 

Notwithstanding the i n t r i n s i c d i f f i c u l t y of measuring payments d i s e q u i l i b r i a , 
the evidence accumulated on the preceding pages i s perhaps s u f f i c i e n t t o 
demonstrate t h a t developing c o u n t r i e s , p a r t i c u l a r l y the poorest of these, 
are e s p e c i a l l y prone to payments d i f f i c u l t i e s . I t i s , moreover, c l e a r that 
these have increased s i n c e 1973. I t remains, now t o consider the consequences 
of t h i s f o r the performance of t h e i r economies. 

20. C a l c u l a t e d from the a n a l y t i c a l appendix of IMF Annual Report on Exchange 
Arrangements and Exchange R e s t r i c t i o n s , 1979, pp. 466-470, o i l - e x p o r t i n g 
c ountries excluded. The 6% of dc members was, i n f a c t , one country, I c e l a n d 
I t i s i n t e r e s t i n g , however, that a s i m i l a r c a l c u l a t i o n f o r Idc menfcers 
at end-1969 showed that a higher p r o p o r t i o n , 71%, was then m a i n t a i n i n g 
c u r r e n t r e s t r i c t i o n s . 

21. n-IF Survey, 4 August 1980, p. 233. 
22. IMF Annual Report 1980, Appendix Table 1.2. 



Figure 2-3. Real Export Earnings and Import Volumes of Non-oil Ldcs. 
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Source; IMP Annual Report, 1979, Chart 11. 
Notes; 
1. Export earnings d e f l a t e d by import p r i c e s . 
2. Fund s t a f f p r o j e c t i o n s . 

The balance of payments and economic growth 

On a p r i o r i groimds we can hypothesise that payments d i s e q u i l i b r i a would 
a f f e c t performance adversely f o r at l e a s t three reasons. F i r s t , in?)orts, 
e s p e c i a l l y of producers' and c a p i t a l goods, can be regarded as inputs i n t o 
the p r o d u c t i v e system. Since payments d i s e q u i l i b r i a w i l l manifest themselves 
i n shortages of f o r e i g n exchange, these w i l l l i m i t access to these i n p u t s , 
thus tending to impede production and c a p i t a l formation. Foreign trade can 
secondly be seen as c o n t r i b u t i n g t o economic development through the d i r e c t 
i n t a c t o f the export s e c t o r on GDP, saving and investment. T h i r d , the 
balance of payments s i t u a t i o n can a f f e c t economic growth through the ways 
i n f ^ i c h i t c o n d i t i o n s the expansion of aggregate demand ( T h i r l w a l l , 1979, 
p. 46); 



The importance of a healthy balance of payments f o r groT^h 
can be st a t e d q u i t e s u c c i n c t l y . I f a country gets i n t o 
balance of pajnnents d i f f i c u l t i e s as i t expands demand, before 
the short term c a p a c i t y growth r a t e i s reached, then demand must 
be c u r t a i l e d ; supply i s never f u l l y u t i l i s e d ; investment i s 
discouraged; t e c h n o l o g i c a l progress i s slowed down, and a 
country's goods compared to f o r e i g n goods become l e s s d e s i r a b l e 
so worsening the balance of payments s t i l l f u r t h e r . . . 

In s h o r t , c o u n t r i e s may cope w i t h t h e i r payments d i f f i c u l t i e s by p o l i c i e s 
which r e s t r a i n the growth of demand and output. There i s the a d d i t i o n a l 
c o n s i d e r a t i o n that d e f i c i t s induced by adverse movements i n the commodity 
terms of trade, as was common f o r n o n - o i l Idcs from the mid-seventies, 
n e c e s s a r i l y impose negative r e a l income e f f e c t s by a l t e r i n g the d i s t r i b u t i o n 
of the gains from trade. 

T-Jhat i s the s t a t e of the evidence concerning the above hypotheses? 

I f we begin w i t h the connection between import c a p a c i t y and economic 
growth, there i s s u b s t a n t i a l evidence of a p o s i t i v e c o r r e l a t i o n between the 
two. D e l l and Lawrence (1980) compared the growth of GDP and i t s p r i n c i p a l 
components f o r n o n - o i l Idcs which experienced reduced expansion of import 
c a p a c i t y i n 1973-76 (a) w i t h t h e i r performance i n 1965-73 and (b) w i t h 
c o u n t r i e s enjoying sustained or improved expansion of import c a p a c i t y . 
By both comparisons, reduced import c a p a c i t y was a s s o c i a t e d w i t h a slower 
GOV growth. There was a p a r t i c u l a r l y sharp c o n t r a s t i n the investment 
growth of the two country groups, which was n e a r l y four times as r a p i d i n 
the c o u n t r i e s w i t h sustained or improved growth i n import c a p a c i t y . As a 
refinement, he c l a s s i f i e d the 13 c o u n t r i e s studied i n d e t a i l i n h i s r e p o r t 
according t o whether t h e i r 'developmental' imports had been compressed i n 
1974-76 and then compared t h e i r growth records. Here too, he found that 
growth i n the eight c o u n t r i e s w i t h import compression was w e l l below t h e i r 
own previous achievements and the contemporaneous achievements of the f i v e 
more fortunate c o u n t r i e s . Here again the c o n t r a s t s were p a r t i c u l a r l y severe 

23 
w i t h respect to investment. 

More up-to-date evidence of a s i m i l a r k i n d i s presented i n Table 2-7. 
For Idcs as a whole and f o r both sub-groups a strong p o s i t i v e a s s o c i a t i o n 
i s revealed between the growth of import volumes and GDP, an a s s o c i a t i o n 
which i s p a r t i c u l a r l y s t r i k i n g because, w i t h imports a negative entry i n n a t i o n a l 
accounting aggregates, there i s a s t a t i s t i c a l b i a s towards a negative c o r r e l a t i o n , 

23. See D e l l and Lawence, 1980, chapters 1 and 2 f o r e x p l a n a t i o n of the 
methodologies. 



Countries w i t h import volumes expanding at more than 10% p.a. achieved average 
GDP growth r a t e s more than four times as r a p i d as c o u n t r i e s w i t h d e c l i n i n g 
in^jort volumes. Lines D l and D2 of the t a b l e a l s o serve t o emphasise once 
again the p a r t i c u l a r l y disadvantaged p o s i t i o n of low-income Idcs. There i s 
admittedly an ambiguity about the d i r e c t i o n of c a u s a l i t y here, s i n c e 
v a r i a t i o n s i n GDP growth w i l l i n f l u e n c e the volume of in?>orts demanded. 
Examination of colums (2) and (3) of Table 2-̂ 7 suggests, however, that i t i s 
u n l i k e l y that much of the revealed v a r i a t i o n s i n import volumes could be 
expla i n e d by the v a r i a t i o n s i n GDP growth, given reasonable assUn5)tions about 
the values of the marginal propensity to import o r the income e l a s t i c i t y of 
demand f o r imports. 

I f there i s a p o s i t i v e c o r r e l a t i o n between iBq>orts and GDP growth, i t 
must be expected that there w i l l a l s o be a p o s i t i v e r e l a t i o n s h i p between 
exports and GDP growth because export performance i s the prime determinant 
of i n ^ o r t c a p a c i t y . There i s a good deal of evidence that such an a s s o c i a ­
t i o n does e x i s t , even i n t e s t s which c o r r e c t f o r a u t o c o r r e l a t i o n between 

24 
export growth and GDP growth. In f a c t , i t i s nov; r a t h e r w i d e l y accepted 
that e x p o r t - o r i e n t e d p o l i c i e s can o f f e r a more promising development s t r a t e g y 
than p o l i c i e s which eiq>hasise import s u b s t i t u t i o n . Besides the a s s o c i a t i o n 
of export expansion w i t h a growing in5)ort c a p a c i t y , there i s a l s o much evidence 

25 
that export performance has a strong iiiq}act on saving and investment. 
Export i n d u s t r i e s are a l s o l i k e l y t o make a more e f f i c i e n t use of resources 
because of the o f t e n intense competitive pressures on world markets and a 
su p e r i o r a b i l i t y to achieve economies of s c a l e , by comparison w i t h i n d u s t i r e s 
based upon a s m a l l , s h e l t e r e d , domestic market. 

There i s a l s o evidence to support the cont e n t i o n that balance of payments 
d i f f i c u l t i e s c o n s t r a i n economic growth by h o l d i n g back the expansion of demand. 
Studies of long-run trends i n the now i n d u s t r i a l i s e d c o u n t r i e s ( T h i r l w a l l , 1979; 
Maddison, 1979) i n d i c a t e the apparent importance of t h i s as an e x p l a n a t i o n o f 
d i f f e r e n c e s i n the growth of output and p r o d u c t i v i t y . As regards developing 
c o u n t r i e s , i t i s perhaps s u f f i c i e n t to note that demand r e s t r a i n t i s almost 
i n v a r i a b l y i n c l u d e d i n the s t a b i l i s a t i o n measures adopted to deal w i t h 
payments c r i s e s and are the core coiiq)onent of the p o l i c y recommendations of the 
IMF. These matters are examined i n d e t a i l l a t e r i n t h i s book. 

24. For recent t e s t s along these l i n e s see Michaely (1977); H e l l e r and P o r t e r 
(1978); Balassa (1978); and Krueger (1978, chapt. 11). However, the 
f i r s t two-mentioned of these s t u d i e s f a i l e d to f i n d a s i g n i f i c a n t p o s i t i v e 
c o r r e l a t i o n when t h e i r t e s t s were confined to low-income Idcs. 

25. See the l i t e r a t u r e summarised by M i k e s e l l and Z i n s e r (1973"pp. 18-19); 
and a l s o Chenery and Syrquin (1975, Table 6 ) , and Weisskopf (1972A). 



Table 2-7; The Growth of Iiqport Volumes and GDP, 1970-78^ 
(% per annum, i n constant p r i c e s ) 

No, of c o u n t r i e s Import growth GDP growth 
(1) (2) (3) 

A - Countries w i t h s t a t i c or d e c l i n i n g i n y o r t volumes 

1. Low-income Idcs 13 -4.3 1.2 
2. Middle-income Idcs 2 -3.8 4.2 
3. Low- and middle-income 

combined 15 -4.2 1.6 

B - Countries w i t h i i q ) o r t volumes growing at up to 10% 

1. Low-income Idcs 11 5.7 3.3 
2. Middle-income Idcs 14 5.1 4.6 
3. Low- and middle-income 

combined 25 5.3 4.1 

C - Countries w i t h i n y o r t volumes growing at more than 10% 

1. Low-income Idcs 3 13.7 5.2 
2. Middle-income Idcs 9 16.6 7.1 
3. Low- and middle-income 

combined 12 15,9 6,6 

D - O v e r a l l averages f o r a l l Ldcs 

1, Low-income Idcs 27 1.8 2,5 
2, Middle-income Idcs 25 8.5 5,5 
3, Low- and middle-income 

combined 52 5.0 3.9 

Source; Computed from World Bank, World Development Report, 1980, 
Tables 2 and 8. 

Notes (a) Unweighted means of country data. Countries w i t h 1978 per 
c a p i t a incomes of up to $300 are c l a s s i f i e d as 'low-income'; 
'middle-income' c o u n t r i e s have per c a p i t a incomes of $301-1000. 

But while there are good grounds f o r b e l i e v i n g that the v u l n e r a b i l i t y 
of Idcs t o payments d i s e q u i l i b r i a harms the grox^th of t h e i r economies, i t i s 
important t o keep the extent of t h i s harm i n p e r s p e c t i v e . Many f a c t o r s 
i n f l u e n c e an economy's expansion independently of the performance of the 
e x t e r n a l s e c t o r and i n only some cases w i l l shortages of f o r e i g n exchange 

26 
be the b i n d i n g c o n s t r a i n t . D e l l and Lawrence's study of the mid-1970s 

26. Weisskopf (1972A) undertook econometric t e s t s of the two-gap model w i t h 
data on 44 Idcs. Of these, 7 proved to be u n c l a s s i f i a b l e i n two-gap terms, 
i n 8 f o r e i g n exchange was the b i n d i n g c o n s t r a i n t , i n 23 savings was the 
b i n d i n g c o n s t r a i n t , and i n 6 the r e s u l t s were mixed. Landau (1971) 
s i m i l a r l y found f o r e i g n exchange to be c l e a r l y the b i n d i n g c o n s t r a i n t i n 
only 6 out of 18 L a t i n American c o u n t r i e s s t u d i e d . 



revealed much d i v e r s i t y of experience among the c o u n t r i e s examined, and the 
f a c t i s t h a t the major d i s e q u i l i b r i a of the mid-seventies had an only moderately-
depressing e f f e c t on the expansion of Idc output. Taking a l l n o n - o i l Idcs 
together, the estimated expansion of per c a p i t a GDP f e l l from 3.7% i n 1970-73 

27 
to 2.5% i n 1975, r e c o v e r i n g somewhat t h e r e a f t e r . I t i s p a r t i c u l a r l y 
d e s i r a b l e to avoid exaggerating the seriousness of the negative e f f e c t s when 
we t u r n l a t e r to examine the costs and b e n e f i t s of s t a b i l i s a t i o n measures. 

In f a c t , the nature of the p o l i c y response w i l l i t s e l f be a prime 
determinant of the extent to which payments d i s e q u i l i b r i a r e t a r d economic 
development. Broadly speaking, p o l i c y responses may have an inward- or 
outward-orientation. An inward-looking response r e s o r t s to r e s t r i c t i v e 
exchange c o n t r o l s and emphasises an i n ^ j o r t - s u b s t i t u t i o n growth s t r a t e g y . 
The probable m i s a l l o c a t i v e e f f e c t s of c o n t r o l s and h i g h p r o t e c t i o n b a r r i e r s 
are l i k e l y to magnify the damage done by inadequate iiH)ort c a p a c i t y , because 
imports w i l l not be put to t h e i r most productive use and l o c a l i n d u s t r y w i l l 
s u b s t i t u t e f o r i n p o r t s only by i n c u r r i n g o f t e n i n e f f i c i e n t l y l a r ge domestic 
resource c o s t s . And i f , as i s f r e q u e n t l y the case, exchange c o n t r o l s are used 
as a way of a v o i d i n g a devaluation and of m a i n t a i n i n g an over-valued currency, 
they w i l l a l s o impose d i s i n c e n t i v e s upon the export s e c t o r , thus l e a d i n g t o a 

28 
f u r t h e r weakening of the u n d e r l y i n g payments s i t u a t i o n . 

Some of the c o u n t r i e s which have adopted a more outward-looking stance 
appear to have minimised the dangers to growth of a f o r e i g n exchange c o n s t r a i n t . 
We have r e f e r r e d already t o the evidence of a p o s i t i v e c o r r e l a t i o n between 
exports and economic growth. Balassa (1978, p. 188) w r i t e s : 

... trade o r i e n t a t i o n has been an in^jortant f a c t o r c o n t r i b u t i n g 
to i n t e r - c o u n t r y d i f f e r e n c e s i n the growth of incomes. I t i s 
f u r t h e r apparent that income increments have been achieved at 
a s u b s t a n t i a l l y lower cost i n terms of investment i n c o u n t r i e s 
that have followed a c o n s i s t e n t p o l i c y of export o r i e n t a t i o n . 

Krueger (1978, p. 284) suggests that one reason f o r t h i s i s t h a t an outward-
l o o k i n g o r i e n t a t i o n w i l l i t s e l f be conducive to b e t t e r policy-making: 
"... an export promotion s t r a t e g y appears to p l a c e c e r t a i n k i n d s of c o n s t r a i n t s 
upon economic p o l i c y and i t s inplementation; those c o n s t r a i n t s , i n t u r n , 
l i m i t the magnitude and d u r a t i o n of p o l i c y mistakes and a l s o tend to f o r c e 
p o l i c i e s t o work through p r i c i n g , r a t h e r than q u a n t i t a t i v e , i n t e r v e n t i o n s . " 

27. See ODI, 'The slump of 1980 and the T h i r d World', B r i e f i n g Paper No. 3 1980, 
A p r i l . 

28. See Bhagwati (1978), Krueger (1978) and the a s s o c i a t e d country s t u d i e s 
f o r evidence on t h i s . See a l s o L i t t l e , S c i t o v s k y and Scott (1970) and 
the a s s o c i a t e d country s t u d i e s ; and K i l l i c k (1978) on Ghana. 



As i n Ghana, reported l a t e r i n t h i s volume, i t does seem that c o n t r o l s have 
co n t r i b u t e d t h e i r share to some of the best-known cases of economic f a i l u r e , 
although t h i s i s not t o say that a l i b e r a l i s e d , e x p o r t - o r i e n t e d approach w i l l 
be f e a s i b l e or optimal f o r a l l c o u n t r i e s . The main p o i n t i s the more n e u t r a l 
one, that the n a t u r a l tendency f o r payments d i s e q u i l i b r i a to depress economic 
development can e i t h e r be minimised or aggravated by the way i n which govern­
ments respond to the problem. This f a c t i n i t s e l f p o i n t s up the importance 
to development of well-chosen p o l i c i e s of economic management. F i n a l l y , we 
are unable to o f f e r any g e n e r a l i s a t i o n s on the impact of payments d i s e q u i l i b r i a 

29 
on the d i s t r i b u t i o n of income. 

I l l - A FIRST APPROACH TO- THE SOURCES OF THE PROBLEMS 

In the country case s t u d i e s and elsewhere a good deal w i l l be s a i d about 
the causes of i n f l a t i o n and payments d i s e q u i l i b r i a . I t i s a l a r g e and d i f f i c u l t 
subject because of widely v a r y i n g country circumstances as w e l l as strong 
d i f f e r e n c e s of judgement among economists. Nevertheless, i t i s u s e f u l at t h i s 
p o i n t to attempt a p r e l i m i n a r y overview and to consider the i m p l i c a t i o n s f o r 
s t a b i l i s a t i o n p o l i c y . We begin by examining the balance of payments. 

Sources of payments d i s e q u i l i b r i a 

Given the l a r g e increases i n the s c a l e of g l o b a l payments d i s e q u i l i b r i a 
during the years a f t e r the OPEC quadrupling of o i l p r i c e s , we are p a r t i c u l a r l y 
i n t e r e s t e d i n the extent to which the d i s e q u i l i b r i a may be a t t r i b u t e d to 
i n t e r n a t i o n a l forces beyond the c o n t r o l of the i n d i v i d u a l c o u n t r i e s which 
experienced them. I t i s , i n f a c t , r a t h e r obvious t h a t there was a strong 
connection between the growth of n o n - o i l Idc current account d e f i c i t s i n the 
mid-seventies (Table 2-6) and the s h a r p l y r i s i n g p r i c e s of t h e i r o i l and 
i n d u s t r i a l imports i n the same p e r i o d . That i s s c a r c e l y a matter f o r contro­
versy. But even f o r e a r l i e r periods there i s an iii?)ortant body of w r i t i n g s 
which emphasises the malign i n f l u e n c e of e x t e r i o r forces on the pajanents 
s i t u a t i o n s of Idcs. Probably the most i n f l u e n t i a l were the L a t i n American 
s t r u c t u r a l i s t s who argued, i n p a r t i c u l a r , that the s t r u c t u r e of world demand 

29. Knight's (1976) t h e o r e t i c a l a n a l y s i s of the d i s t r i b u t i o n a l consequences 
of devaluation r e v e a l s the complexity of r e l a t i o n s h i p s between income 
shares and the balance of pajnnents, and the wide range of p o s s i b l e outcomes, 
depending upon the socio-economic s t r u c t u r e of the country i n q u e s t i o n . 



combined w i t h o l i g o p o l i s t i c p r i c i n g p o l i c i e s i n the i n d u s t r i a l economies 
r e s u l t s i n a long-term tendency f o r the commodity terms of trade of Idcs 
(or of primary product exporters) to d e t e r i o r a t e . In the well-known P r e b i s c h 
f o r m u l a t i o n (1964) the r e a l income e f f e c t of t h i s adverse trend i n r e l a t i v e 
p r i c e s was equivalent t o a t r a n s f e r of resources from poor nations to r i c h , 
which should be o f f s e t by improved t r a d i n g arrangements and l a r g e r a i d f l o w s . 
This i s s u e was q u i c k l y j o i n e d by d i s s e n t e r s and there ensued a l a r g e , pro­
t r a c t e d attempt t o r e s o l v e the i s s u e by e i n ) i r i c a l a n a l y s i s . 

These t e s t s have not been c o n c l u s i v e , however. The r e s u l t s are h i g h l y 
s e n s i t i v e to the p r e c i s e coverage of the t e s t s , to the data and weights 
employed and, e s p e c i a l l y , to the p e r i o d s e l e c t e d f o r a n a l y s i s . B i r d ' s 
(1978, p. 70) survey of the evidence concluded t h a t during the 1950s and i n t o 
the early-60s there was evidence of a d e t e r i o r a t i o n i n Idc commodity terms 
of t r a d e , that these s t a b i l i s e d i n the m i d - t o - l a t e 1960s and then improved 
markedly i n 1969-74. However, he a l s o pointed to much d i v e r s i t y of experience 
among Idcs, so that g e n e r a l i s a t i o n s f o r them a l l have become i n c r e a s i n g l y 
d i f f i c u l t and meaningless. A more recent essay by Spraos (1980) has suggested 
th a t there i s evidence of a s e c u l a r d e t e r i o r a t i o n f o r primary producers (and 
developing c o u n t r i e s ) f o r 1870-1940, although not as l a r g e as that suggested 
by P r e b i s c h , but that i n the post-war p e r i o d (and even e x c l u d i n g petroleum 
a f t e r 1973 as a s p e c i a l case) the experience of primary product exporters 
was a good deal b e t t e r . I t i s not, of course, i n doubt that n o n - o i l Idcs 
s u f f e r e d a s e r i o u s worsening i n t h e i r terms of trade i n the years from 1974, 
although i t seems that t h i s was e n t i r e l y the r e s u l t of the r e l a t i v e r i s e 
. . . . 30 of o i l p r i c e s . 

But w h i l e some have viewed the a l l e g e d s e c u l a r t r e n d i n the terms of 
trade, as w e l l as the greater i n s t a b i l i t y of Idc export p r i c e s , as d e s t a b i l i ­
s i n g f a c t o r s , others have s t r o n g l y disputed the i i q ) l i c a t i o n t hat reduced 
dependence on the o u t s i d e world would promote s t a b i l i s a t i o n . An essay by 
Mathieson and McKinnon (1974) t e s t e d the r e l a t i o n s h i p between va r i o u s 
i n d i c a t i o n s of i n s t a b i l i t y and i n t e g r a t i o n i n the i n t e r n a t i o n a l economy f o r 
the p e r i o d 1950-68 and found a negative r e l a t i o n s h i p ; the greater the degree 
of i n t e g r a t i o n the l e s s the i n s t d S l l l t y . . Using pooled data f o r 
dcs and Idcs together the r e s u l t s were s t a t i s t i c a l l y s i g n i f i c a n t ; because 
of a s m a l l e r niraiber of observations, the r e s u l t s f o r Idcs alone were l e s s 
s i g n i f i c a n t but showed the same negative s i g n . The authors suggest that 

30. In 1973-79 n o n - o i l Idcs' export p r i c e s rose more r a p i d l y than the export 
p r i c e s of i n d u s t r i a l c o u n t r i e s , suggesting that the terms of trade 
between these two groxipings alone moved to the advantage of Idcs 
(see export p r i c e i n d i c e s i n I n t e r n a t i o n a l F i n a n c i a l S t a t i s t i c s ) . 



i t i s easy to be misled by a small number of extreme cases (Ghana and cocoa; 
Zambia and copper) and that o v e r a l l t h e i t evidence showed that the i n t e r n a t i o n a l 
economy had a net s t a b i l i s i n g e f f e c t on the economies of poor c o u n t r i e s during 
the p e r i o d t e s t e d (which, however, excluded the l a r g e disturbances of the 
1970s). They argue, t h e r e f o r e , t h a t p o l i c i e s of disengagement from i n t e r ­
n a t i o n a l trade are more l i k e l y to aggravate domestic i n s t a b i l i t y than to 
reduce i t . 

Reichmann (1978) provides evidence of a d i f f e r e n t k i n d . He examines the 
21 stand-by arrangements agreed by the IMF i n 1973-75 (18 of which were f o r 
Idcs) and i n c l u d e s a summary of the Fund s t a f f ' s analyses of the causes of 
the balance of payments d i f f i c u l t i e s u n d e r l y i n g the need f o r Fund c r e d i t s . 
His r e s u l t s are reproduced i n Table 2-8. These, however, need to be i n t e r p r e t e d 
w i t h care because the t a b l e simply records the s u b j e c t i v e judgements of lOT 
country missions and because the p e r i o d 1973-75 r a t h e r avjkwardly s t r a d d l e s 
the immediate pre- and p o s t - o i l c r i s i s years. 

Table 2-8. IMF Judgements about the Sources of Balance of 
Pajnnents Problems^ 

major minor 
Cause f a c t o r factor t o t a l 

1. Over-expansionary demand p o l i c i e s 15 
2. Cost and p r i c e d i s t o r t i o n s 13 

of which; 
(a) r e l a t e d to the exchange r a t e 11 
(b) r e l a t e d to other p r i c e s and 

wages 6 

3. Exogenous developments 9 
of which 
(a) r e l a t e d to i n t e r n a t i o n a l trade 9 
(b) r e l a t e d to non-economic events 4 

2 
6 

3 

10 

5 
4 

17 
19 

14 

16 

16 

14 
8 

Source; Reichmann, 1978, Table 1. 

Note; (a) The f i g u r e s record the number of programmes a f f e c t e d out of 
the t o t a l of 21. The l i n e s l e t t e r e d (a) and (b) do not sura 
to the f i g u r e s i n the main e n t r i e s to which they r e l a t e , 
which are based on o v e r a l l judgements about the importance 
of each category. 



C o n f i n i n g ourselves to the 'major f a c t o r ' column, the Fund's economists 
e v i d e n t l y saw domestic demand or c o s t / p r i c e f a c t o r s as more important sources 
of payments d i f f i c u l t i e s than disturbances emanating from i n t e r n a t i o n a l trade 
and other exogenous f a c t o r s . In t h e i r view, domestic p o l i c y mistakes r e s u l t i n g 
i n excess demand and/or over-valued c u r r e n c i e s were the c h i e f sources of 
d i f f i c u l t y , w i t h t r a d e - r e l a t e d exogenous f a c t o r s coming a poor t h i r d . 
Comparable but unpublished analyses f o r l a t e r years r e v e a l a s i m i l a r balance 
of o p i n i o n w i t h i n the Fund. 

Data i n D e l l and Lat^rence (1980) throw f u r t h e r l i g h t on the r e l a t i v e 
importance and e x t e r n a l f a c t o r s and, i n a d d i t i o n , permit a c l e a r e r d i f f e r e n ­
t i a t i o n of the pre- and p o s t - o i l c r i s i s p e r i o d s . U t i l i s i n g UN data, they 
analysed d e t e r i o r a t i o n s i n trade accounts experienced by n o n - o i l Idcs 
according to v a r i o u s c a t e g o r i e s of primary causal f a c t o r s , w i t h the r e s u l t s 
summarised i n Table 2-9. 

Table 2-9. P r i n c i p a l Factors i n Year-to-Year D e t e r i o r a t i o n s 
i n the Trade Accounts of Non-oil Idcs, 1962-76 

(percentages of t o t a l ) 

primary c a u s a l f a c t o r 1962-72 1973-76 

1. Increases i n import q u a n t i t i e s 41 15 
2. Increases i n import p r i c e s 8 33 
3. Decreases i n export q u a n t i t i e s 35 21 
4. Decreases i n export p r i c e s 17 31 
5. T o t a l ^ 100 100 

Source; D e l l and Lawrence, 1980, Table 1-6. 

Notes; (a) T h e i r f i g u r e s have been reworked to exclude those observations 
f o r which no primary cause was i d e n t i f i e d . 

(b) Subject to roimding e r r o r s . 

The most s t r i k i n g t h i n g about Table 2-9 i s the great divergence between 
the two p e r i o d s . For 1973-76, inc r e a s e s i n in^jort p r i c e s and d e c l i n e s i n 
export p r i c e s between them account f o r two-thirds of the t o t a l and i t i s 
reasonable to regard both of these as exogenous, beyond the c o n t r o l of 
i n d i v i d u a l governments. Decreases i n export q u a n t i t i e s (21% i n the l a t t e r 
p e r iod) are more ambiguous because they might r e s u l t from poor domestic p o l i c i e s , 
adverse weather c o n d i t i o n s , as a response t o f a l l i n g p r i c e s i n an e a r l i e r p e r i o d 



or f o r other reasons. Increases i n import q u a n t i t i e s , on the other hand, 
could be taken as endogenous, r e s u l t i n g from domestic economic c o n d i t i o n s 
and p o l i c i e s , subject only to the caveat that the degree of domestic c o n t r o l 
over import volumes i s bound to be imperfect. 

By c o n t r a s t vnLth 1973-76, the record f o r 1962-72 draws a t t e n t i o n to the 
important i n f l u e n c e of domestic f a c t o r s . Increases i n import q u a n t i t i e s 
are the s i n g l e most important cause, followed c l o s e l y by reductions i n export 
q u a n t i t i e s . Exogenous p r i c e disOurbances are ra t e d as the primary causal 
f a c t o r i n only a quarter of the t o t a l observations. As D e l l and Lawrence 
put i t (p. 12), "the r e l a t i v e l y higji frequency w i t h which increased import 
volumes appear as the primary f a c t o r during 1962 to 1972 i s c o n s i s t e n t w i t h 
the view t h a t d e t e r i o r a t i o n s i n the trade accounts of these c o u n t r i e s , and 
accompanying d e t e r i o r a t i o n s i n t h e i r o v e r a l l payments p o s i t i o n s , vjere o f t e n 
a s s o c i a t e d w i t h the demand pressures f o r i n p o r t s r e s u l t i n g from the develop­
ment process, as w e l l as from short-fun problems of demand management." 
For t h i s p e r i o d t h e i r r e s u l t s are c o n s i s t e n t w i t h the emphasis by the IMF on 
over-expansionary domestic demand p o l i c i e s . So are the r e s u l t s of i n v e s t i ­
gations i n t o the sources of i n f l a t i o n i n developing c o u n t r i e s (see page 38 ). 

This d i s c u s s i o n thus provides support both to those who s t r e s s the 
importance of domestic p o l i c i e s f o r balance of payments management and to 
those who emphasise the malign i n f l u e n c e of exogenous f a c t o r s . The d i s t i n c t i o n 
between e x t e r n a l l y - and domestically-caused d i s e q u i l i b r i a emerges as s p e c i a l l y 
relevant f o r the post-1973 p e r i o d , and as we w i l l see i n a l a t e r chapter, 
i t i s an in^jortant d i s t i n c t i o n when e v a l u a t i n g the p o l i c i e s of the IMF. 

The causes of i n f l a t i o n 

There i s much controversy, and a large accompanying l i t e r a t u r e , on the causes 
of i n f l a t i o n i n Idcs. We can make a beginning by c o n t i n u i n g t o explore the 
r e l a t i v e importance of e x t e r n a l and domestic f o r c e s , f o r the g l o b a l nature of 
i n f l a t i o n has become evident i n recent years and some have emphasised the 
i n f l a t i o n a r y e f f e c t s of r i s i n g import p r i c e s . This too i s a t o p i c i n v e s t i g a t e d 
i n more depth i n the countirj' s t u d i e s (where, f o r example, i t i s shown that 
r i s i n g i n p o r t p r i c e s only c o n t r i b u t e d much to Kenya's domestic i n f l a t i o n 
i n one or two ye a r s ) . On the b a s i s of cross-country data, i t i s d i f f i c u l t 
to b e l i e v e that r i s i n g import p r i c e s could d i r e c t l y e x p l a i n more than a modest 
part of Idc i n f l a t i o n . Remember that Idc imports are t y p i c a l l y e q uivalent to 



about 20% of GDP, so that the in^iact of a 10% increase i n import p r i c e s 
should only be to add about 2% to the general p r i c e l e v e l . I f we confine 
ourselves t o impact e f f e c t s , even the l a r g e import p r i c e r i s e s of the p o s t -
1973 years could only account s t a t i s t i c a l l y f o r a moderate in c r e a s e i n the 
i n f l a t i o n r a t e . 

Even more persuasive, however, i s the f a c t that at a l l times Idc 
i n f l a t i o n r a t e s have been f a s t e r than the r a t e of increase i n inqjort p r i c e s , 
as i s shown i n Table 2-10. 

Table 2-10. Rates of Increase of Consumer and Import P r i c e s 
i n Ldcs, 1950-79 

(% p.a., compound) 

consumer p r i c e s import p r i c e s 
1950-59 
1960-69 

4 

4 

1967-72 
1973-79 

10 
27 (19)' 

2 
13 

Sources; f o r 1950-69; from H e l l e r , 1976, Table 9. 
f o r 1967-79; from I n t e r n a t i o n a l F i n a n c i a l S t a t i s t i c s . 

Note; (a) The f i g u r e i n brackets excludes the data f o r s i x h i g h - i n f l a t i o n 
c o u n t r i e s . 

I t c o uld, no doubt, be countered that the i n p a c t e f f e c t s of r i s i n g import 
p r i c e s are magnified by the r e s u l t i n g attempts of wage earners and others 
to p r o t e c t t h e i r l i v i n g standards, so that even a modest i n i t i a l impact 
co u l d l e a d to a large and continuing i n f l a t i o n . I t i s d o u b t f u l , however, 
whether such powerful propagation mechanisms e x i s t i n more than a m i n o r i t y 
of Idcs. We should a l s o remember the f i n d i n g reported above of a negative 
c o r r e l a t i o n between i n f l a t i o n and opanness. While i t i s the behaviour of 
import p r i c e s no doubt which c o n t r i b u t e d i n p o r t a n t l y to the a c c e l e r a t e d 
i n f l a t i o n of 1973-79, even f o r t h i s p e r i o d i t i s evident that there were a l s o 
powerful domestic fo r c e s at work. We t h e r e f o r e t u r n to consider the r e l a t i v e 
importance of the v a r i o u s p o s s i b l e domestic sources of i n f l a t i o n . A good 
deal of the r e l e v a n t l i t e r a t u r e has already been surveyed by the present 
w r i t e r elsewhere and i t i s a u s e f u l short-cut to reproduce the main 
conclusions below, before going on to consider f u r t h e r evidence. 



These were as f o l l o w s ( K i l l i c k , 1981, p. 171)s 

(1) Both supply and demand f a c t o r s c o n t r i b u t e to an on-going i n f l a t i o n . 
This makes i t d i f f i c u l t to e s t a b l i s h the i n i t i a t i n g cause. 

(2) There i s , i n any case, no reason f o r t h i n k i n g that the i n i t i a t i n g 
f o r c e w i l l be the same f o r a l l c o u n t r i e s , or at d i f f e r e n t times 
i n a s i n g l e country. 

(3) Although import p r i c e s Co have an i n f l a t i o n a r y i n f l u e n c e , the 
cost-push model f a i l s to provide an adequate explanation of the 
i n i t i a t i o n of i n f l a t i o n i n most developing c o u n t r i e s . 

(4) S t r u c t u r a l c o n s i d e r a t i o n s help to e x p l a i n why Idcs are g e n e r a l l y 
more prone to i n f l a t i o n than i n d u s t r i a l c o u n t r i e s . But the 
i n f l a t i o n a r y e f f e c t s of s t r u c t u r a l d i s e q u i l i b r i a are u n l i k e l y 
to be la r g e i n most circumstances and they cannot e x p l a i n widely 
v a r y i n g i n f l a t i o n experiences among developing c o u n t r i e s , nor 
the i n i t i a t i o n of r a p i d i n f l a t i o n s experienced i n a few of them. 

(5) Expansion of the supply of money more r a p i d l y than the growth 
i n demand f o r i t i s s u f f i c i e n t t o i n i t i a t e i n f l a t i o n and e s s e n t i a l 
to keep i n f l a t i o n going. This was probably the i n i t i a t i n g f o r c e 
i n at l e a s t some h i g h - i n f l a t i o n c o u n t r i e s . However, the impact 
of r i s i n g p r i c e s on the general p u b l i c i s l i m i t e d to the extent 
that production and consumption s t i l l occurs outside the 
monetized part of the economy. 

Cons i d e r a t i o n of a d d i t i o n a l evidence allows conclusion (5) t o be s t a t e d 
more f i r m l y , f o r the balance of the r e s u l t s of e m p i r i c a l work (which i s 
admittedly mainly confined to L a t i n America) p o i n t s to the predominant 
i n f l u e n c e of monetary fo r c e s i n the process o f i n f l a t i o n . This i s true of 
both cross-country and i n d i v i d u a l - c o u n t r y analyses, w i t h almost a l l i n v e s t i ­
gators showing a p o s i t i v e , but lagged, c o r r e l a t i o n between the i n f l a t i o n r a t e 
and monetary expansion. 

To take cross-country studies f i r s t , Argy (1970) s t u d i e d L a t i n American 
data to t e s t the v a l i d i t y of s t r u c t u r a l explanations of i n f l a t i o n . He found 
l i t t l e s t a t i s t i c a l support f o r the s t r u c t u r a l model but obtained much stronger 
r e s u l t s when the r a t e of change of money supply was added as an explanatory 
v a r i a b l e . Vogel (1974) a l s o u t i l i s e d L a t i n American data and found current 
and lagged money supply to be h i g h l y s i g n i f i c a n t explanatory v a r i a b l e s ; t h i s 
r e s u l t was subsequently supported i n work by Holden and Peel (1979), who 
found r e s u l t s that were c o n s i s t e n t w i t h monetarist explanations i n 16 out of 
18 L a t i n American c o u n t r i e s . L i n and Siddique(1978) looked beyond L a t i n America 
at n o n - o i l Idcs g e n e r a l l y and they too enphasised the in5)ortant i n f l u e n c e of r a p i d 
increases i n domestic c r e d i t , much of i t r e s u l t i n g from the f i n a n c i n g of budget 
d e f i c i t s . lyoha (1973) i s the only i n v e s t i g a t o r of whom we are aware 



who does not corroborate the strength of monetary v a r i a b l e s , but even i n h i s 
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i n v e s t i g a t i o n the s i g n was ' c o r r e c t * . Evidence supporting a somewhat 
d i f f e r e n t monetary i n t e r p r e t a t i o n of i n f l a t i o n was provided by H e l l e r ' s 
(1976) s u c c e s s f u l attei>5)t t o r e l a t e g l o b a l i n f l a t i o n to lagged data on world 
money supiplies. 

In-depth country s t u d i e s a l s o p o i n t to the inportance of monetary f a c t o r s . 
In t h i s area of i n v e s t i g a t i o n s the most powerful i n f l u e n c e has been the 
model o r i g i n a l l y developed by Harberger (1963) i n h i s study of the C h i l e a n 
case. Numerous subsequent i n v e s t i g a t o r s have found, as he d i d , that monetary 
v a r i a b l e s are h i g h l y s i g n i f i c a n t e x p l a i n e r s of r i s i n g p r i c e s . This i s true of 
D i a z-Alejandro (1965) and Diz (1970) on Argentina; Colaco (1969) on B r a z i l 
and I n d i a ; K a h i l (1973) on B r a z i l ; Bomberger and Makinen (1979) on Korea, 
Taiwan and Vietnam? and Wachter (1979) on C h i l e . 

One of the other p r i n c i p a l f i n d i n g s of Harberger's o r i g i n a l study was of 
a negative a s s o c i a t i o n between i n f l a t i o n and r e a l income growth. For C h i l e he 
found t h a t , c e t e r i s p a r i b u s , a 1% increase i n GDP was a s s o c i a t e d w i t h a 
roughly 1% r e d u c t i o n i n the i n f l a t i o n r a t e . The s t u d i e s already c i t e d by 
Argy, Di a z - A l e j a n d r o , D i z , Vogel, Bomberger and Makinen ( f o r Korea and Taiwan 
but not Vietnam) and Wachter have a l l confirmed the e x i s t e n c e of such a 
negative c o r r e l a t i o n . Once again, lyoha i s the s o l e e x c e p t i o n , f i n d i n g a 
strong p o s i t i v e r e l a t i o n s h i p between growth and i n f l a t i o n . Lucas (1973) used 
c r o s s - s e c t i o n a n a l y s i s to t e s t a more s u b t l e view of the r e l a t i o n s h i p between 
these v a r i a b l e s , p o s t u l a t i n g and f i n d i n g evidence i n support of the view 
that the o c c a s i o n a l moderate use of i n f l a t i o n w i l l s t i m u l a t e output but t h a t , 
because of i t s e f f e c t s on e x p e c t a t i o n s , the l a r g e and/or p e r s i s t e n t use of 
i n f l a t i o n w i l l reduce output. Some such behaviour p a t t e r n would be c o n s i s t e n t 
w i t h the e a r l i e r suggestion (Figure 2-1) of an inverted-U r e l a t i o n s h i p between 
growth and i n f l a t i o n . 

There i s , however, a d i f f i c u l t y of i n t e r p r e t a t i o n i n these r e s u l t s . The 
Harberger hypothesis i m p l i e s c a u s a l i t y which runs from growth to (reduced) 
i n f l a t i o n , presumably because an expanding supply of goods and s e r v i c e s w i l l 
absorb purchasing power th a t would otherwise induce p r i c e i n c r e a s e s . For 
reasons given there, our e a r l i e r d i s c u s s i o n of the consequences of i n f l a t i o n 
argued a c a u s a l i t y running from i n f l a t i o n to ( f i r s t i n c r e a s e d then reduced) 
growth. Of course, these do not have to be mutually e x c l u s i v e views of the 
matter; the two v a r i a b l e s presumably i n t e r r a c t upon one another. 

31. See a l s o the interchange between X i r k p a t r i c k and Nixson and lyoha 
i n Economic Development and C u l t u r a l Change, 22(1), October 1977. 



Nevertheless, ambiguity i n t h i s matter of c a u s a l i t y leads to a p o l i c y p u z z l e . 
Orthodox demand-management p o l i c i e s w i l l almost i n e v i t a b l y reduce economic 
grovTth i n the short term and t h i s i s o f t e n viewed as a necessary cost of 
b r i n g i n g i n f l a t i o n under c o n t r o l . On the Harberger view, however, reduced 
growth w i l l make i t a l l the harder to c o n t r o l i n f l a t i o n . The l o g i c of t h i s 
vievt favours an 'expanding out of i n f l a t i o n ' s t r a t e g y , whereas the orthodox 
would p r e d i c t that expansionary measures would simply add to i n f l a t i o n . I t 
i s probably true to say that experience on t h i s tends to v i n d i c a t e orthodoxy 
but t h i s i s a matter to which we r e t u r n l a t e r i n the volume. 

Much of the controversy about the causes of Idc i n f l a t i o n s has been 
dramatised as a dispute between s t r u c t u r a l i s t and monetarist schools, and 
evidence i n d i c a t i n g a monetarist e x p l a n a t i o n has not ended t h i s controversy. 
S t r u c t u r a l i s t w t i t e r s do not deny that monetary expansion i s a necessary 
component of sustained i n f l a t i o n but see money supply as responding p a s s i v e l y 
t o i n f l a t i o n a r y impulses i n i t i a t e d by s t r u c t u r a l c h a r a c t e r i s t i c s (see, f o r 
example, Dia z - A l e j a n d r o , op c i t ) . Nevertheless, the balance of the argument 
has c l e a r l y moved against the s t r u c t u r a l s c h o o l , f o r a number of a d d i t i o n a l 
reasons. 

We have already mentioned that Argy's (1970) attempt to t e s t the 
s t r u c t u r a l i s t model y i e l d e d e s s e n t i a l l y negative r e s u l t s , although he was 
c a r e f u l to s t r e s s the d i f f i c u l t i e s of reducing the model to measurable u n i t s . 
On the b a s i s of a r e f o r m u l a t i o n of the s t r u c t u r a l i s t hypothesis, Wachter 
(1979) found support f o r both the monetarist and s t r u c t u r a l i s t p o s i t i o n s 
i n her study o f i n f l a t i o n i n C h i l e . Vogel (1974, p. 113) s i m i l a r l y addressed 
the i n f l u e n c e o f s t r u c t u r e i n c r o s s - s e c t i o n work on 16 L a t i n American c o u n t r i e s , 
concluding t h a t : 

The most important r e s u l t of the present study f o r t h i s controversy 
i s t hat a p u r e l y monetarist model, w i t h no s t r u c t u r a l i s t v a r i a b l e s , 
r e v e a l s l i t t l e heterogeneity among L a t i n American c o u n t r i e s , i n 
s p i t e of t h e i r extreme d i v e r s i t y . The s u b s t a n t i a l d i f f e r e n c e s i n 
ra t e s of i n f l a t i o n among these c o u n t r i e s cannot under the present 
model be a t t r i b u t e d to s t r u c t u r a l d i f f e r e n c e s , but must be r a t h e r 
a t t r i b u t e d p r i m a r i l y to d i f f e r e n c e s i n the behaviour of the money 
supply. 

Two a d d i t i o n a l c o n s i d e r a t i o n s tlijjow-doubthon-the s t r u c t u r a l i s t case. We 
have already noted that the r e l a t i o n s h i p between i n f l a t i o n and monetary 
expansion i s a lagged one (although the le n g t h of time i n v o l v e d v a r i e s 
consi d e r a b l y across s t u d i e s ) , vrith current p r i c e s apparently responding to 
past increases i n money supply. This increases the p l a u s i b i l i t y of viewing 
c a u s a l i t y as running from money to p r i c e s , unless i t could be shown that 



the e a r l i e r expansion i n tnoney supply was i t s e l f a response to r i s i n g p r i c e s . 
There i s a l s o the general f i n d i n g of a negative a s s o c i a t i o n between GDP growth 
and i n f l a t i o n . The essence of the s t r u c t u r a l i s t case i s that i n f l a t i o n i s 
e s s e n t i a l l y a consequence of the s t r u c t u r a l d i s e q u i l i b r i a a s s o c i a t e d w i t h 
economic development but i f t h i s were the case we would expect output expansion 
and p r i c e i n c r e a s e s to be p o s i t i v e l y a s s o c i a t e d , r a t h e r than the o p p o s i t e . 

The balance of the evidence summarised above thus p o i n t s r a t h e r f i n n l y 
t o monetary expansion as the c h i e f proximate source of i n f l a t i o n . I f t h i s 
i s accepted, i t has i m p l i c a t i o n s f o r our e a r l i e r c o n s i d e r a t i o n o f the causes 
of balance of payments d i f f i c u l t i e s , f o r the excess demand generated by 
monetary expansion w i l l increase the demand f o r inqjorts and exportables i n 
a d d i t i o n to p u l l i n g up domestic p r i c e s . Given government r e l u c t a n c e to 
depr e c i a t e the currency i n l i n e w i t h increases i n domestic p r i c e s and cos t s 
r e l a t i v e to those of the outside world, i n f l a t i o n tends t o r e s u l t i n over­
valued c u r r e n c i e s , which reduces the i n c e n t i v e s to export and to produce 
l o c a l i m p o r t - s u b s t i t u t e s . Acceptance of the p r o p o s i t i o n that i n f l a t i o n 
f r e q u e n t l y has roots i n the monetary system thus lends support to the IMF 
view, re p o r t e d e a r l i e r (page 31), that a high p r o p o r t i o n of c o u n t r i e s * f o r e i g n 
exchange d i f f i c u l t i e s have domestic o r i g i n s . 

But some important q u a l i f i c a t i o n s are necessary. F i r s t , w h i l e the 
a v a i l a b l e p u blished evidence does lean towards monetarist explanations there 
i s by no means unanimity and there are no grounds f o r b e l i e v i n g that 
i n f l a t i o n a r y processes are uniform between c o u n t r i e s . One d i f f i c u l t y i s 
that the s t u r c t u r a l i s t argument does not lend i t s e l f e a s i l y to s t a t i s t i c a l 
t e s t i n g (Argy, 1970), which may b i a s r e s u l t s i n favour of a l t e r n a t i v e hypotheses. 
More fundamentally, the monetary f a c t o r can only o f f e r a s u p e r f i c i a l e x p l a n a t i o n , 
which i s why we have c a l l e d i t a "proximate" source of i n f l a t i o n . Always 
assuming governments t o have c o n t r o l over monetary aggregates (but see chapter 
3) , we are l e f t w i t h the question why governments a l l o w money supply t o expand 
so f a s t as to produce unwanted i n f l a t i o n and payments d i f f i c u l t i e s . 

The answer i s probably that e f f e c t i v e measures t o h a l t monetary expansion 
are at l e a s t as unpopular as i n f l a t i o n and f o r e i g n exchange shortages 
themselves. C u t t i n g back on government spending, imposing c r e d i t r e s t r i c t i o n s , 
i n c r e a s i n g t a x a t i o n are a l l measures l i a b l e to worsen unemployment i n economies 
already c h a r a c t e r i s e d by much unemployment; to reduce p r i v a t e consumption 
i n c o u n t r i e s w i t h already low l i v i n g standards; and to reduce p u b l i c - s e c t o r 
investment i n a s i t u a t i o n of c a p i t a l s c a r c i t y . 



I t i s a l s o l i k e l y that those who gain from i n f l a t i o n (or who would s u f f e r 
most from attempts t o c o n t r o l i t ) are among the p o l i t i c a l l y more powerful 
members of s o c i e t y , f o r the business community can expect p r o f i t margins 
to widen w i t h demand i n f l a t i o n but to narrow during periods of demand r e s t r a i n t . 
The government i t s e l f i s l i k e l y to stand among the gai n e r s . Even i f , as i s 
suggested i n chapter 3, government expehditures o f t e n move ahead of tax r e c e i p t s 
i n response to i n f l a t i o n , the government w i l l s t i l l b e n e f i t from the lower 
r e a l cost of s e r v i c i n g the domestically-owned p u b l i c debt and from the 
' i n f l a t i o n t a x ' . Treasury o f f i c i a l s may thus be ambiguous about a n t i - i n f l a t i o n 
measures, and they are a group of key importance. On the other s i d e , the 
we l f a r e c o s t s of i n f l a t i o n tend (a) to be d i f f u s e d across the general consuming 
p u b l i c but (b) to be p a r t i c u l a r l y concentrated on groups possessing l i t t l e 
p o l i t i c a l c l o u t - the urbah poor and v a r i o u s c a t e g o r i e s of economic dependents 
( K i l l i c k , 1975). Governments have to weigh the d i f f u s e d and ambiguous 
unp o p u l a r i t y of a l l o w i n g i n f l a t i o n against the o f t e h more sharply focussed 
unpop u l a r i t y of, and r e s i s t a n c e s t o , counter-measures. I n f l a t i o n may cause 
l e s s s o c i a l disharmony (and l o s e l e s s popular support) than i t s a l t e r a a t i v e s , 
which helps to e x p l a i n why governments are so r a r e l y w i l l i n g to pursue a n t i -
i n f l a t i o n p o l i c i e s s u c c e s s f u l l y f o r mere than temporary i n t e r l u d e s . 

Even i f the monetarist e x p l a n a t i o n i s accepted, t h e r e f o r e , the management 
of i n f l a t i o n and the balance of payments i s not j u s t a t e c h n i c a l matter of 
r e g u l a t i n g money supply and i t i s f o r reasons of t h i s k i n d that there i s a 
growing l i t e r a t u r e o f f e r i n g s o c i o - p o l i t i c a l explanations of i n f l a t i o n (Addison 
and Burton, 1980). Economic s t a b i l i s a t i o n measures thus i n v o l v e h i g h l y p o l i t i c a l 
judgements and the s e n s i t i v i t y of the i s s u e s helps e x p l a i n why governments 
f i n d i t hard to pursue s u c c e s s f u l s t a b i l i s a t i o n o r to accept the demand 
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management p o l i c i e s urged upon them by the IMF. 

32. See the s p e c i a l i s s u e of World Development, 8 (11) November 1980, 
on the p o l i t i c a l dimensions of s t a b i l i s a t i o n i n L a t i n America. 



IV - SUMMARY AND CONCLUSIONS 

What nOT̂  are the inian r e s u l t s t o emerge from t h i s survey and what i n q i l i -
c a t i o n s do they c a r r y f o r the subject matter of t h i s voluane? 

F i r s t , i n respect of the behaviour of both p r i c e s and the balance of 
payments we have shown t h a t , taken as a group, Idcs are considerably more 
l i k e l y t o experience d i s e q u i l i b r i a than dcs. There i s n a t u r a l l y a good deal 
of d i v e r s i t y i n country experiences w i t h an attendant r i s k of o v e r - g e n e r a l i s i n g 
but the evidence p o i n t s c l e a r l y to more r a p i d i n f l a t i o n and g r e a t e r p r i c e 
i n s t a b i l i t y i n Idcs. I t i s a l s o evident that Idcs are more v u l n e r a b l e to 
i n s t a b i l i t y i n t h e i r export p r i c e s , terms of trade and i n t e r n a t i o n a l reserves. 
Because of the complexity of the concept, i t i s l e s s easy t o compare performances 
w i t h respect to balance of payments d i s e q u i l i b r i a but we have nonetheless 
examined a s u b s t a n t i a l and v a r i e d body of evidence p o i n t i n g c l e a r l y to a 
tendency f o r ( n o n - o i l ) Idcs to s u f f e r p a r t i c u l a r l y from such d i s e q u i l i b r i a , 
w i t h low-income Idcs i n an e s p e c i a l l y v u l n e r a b l e c o n d i t i o n . 

A prima f a c i e case i s thus e s t a b l i s h e d f o r the in5>ortance of p o l i c i e s of 
economic management designed to reduce the d i s e q u i l i b r i a . Second, t h i s case 
i s f u r t h e r strengthened by c o n s i d e r a t i o n of the consequences of the d i s e q u i l i b r i a , 
f o r we have seen that both i n f l a t i o n and balance of payments imbalances are 
l i k e l y to a f f e c t economic development adversely. I t was suggested that there 
i s an inVerted-U r e l a t i o n s h i p between i n f l a t i o n and GD? growth, and t h a t p r i c e 
i n s t a b i l i t y per se a l s o handlers growth. More t e n t a t i v e l y , i t was suggested 
that demand i n f l a t i o n was l i a b l e to i n c r e a s e i n e q u a l i t i e s i n the s i z e 
d i s t r i b u t i o n of income, although much would depend upon i t s iiqpact on r u r a l -
urban terms of t r a d e . As regards f o r e i g n trade, export p r i c e i n s t a b i l i t y 
r a r e l y has more than minor adverse e f f e c t s on economic performance but the 
evidence on payments d i s e q u i l i b r i a suggests t h a t i t r e t a r d s economic growth -
a r e s u l t which can, however, be much a f f e c t e d by the p o l i c i e s adopted to 
r e c t i f y the imbalances. A r a t h e r f i r m case i s thus e s t a b l i s h e d f o r the 
p r o p o s i t i o n that p o l i c i e s which avoid more than moderate i n f l a t i o n and 
payments d i s e q u i l i b r i a w i l l c o n t r i b u t e to economic growth and may thus 
be viewed as an i n t e g r a l part of an adequate development e f f o r t . 

A t h i r d c o n c l u s i o n , however, i s that the case f o r economic s t a b i l i s a t i o n 
should not be exaggerated. P r i c e and payments d i s e q u i l i b r i a are only two 
among many p o t e n t i a l o b s t a c l e s t o development and we have suggested that t h e i r 
adverse e f f e c t s w i l l o f t e n only be moderate. A s u b s t a n t i a l r e d u c t i o n i n 
i n s t a b i l i t y may c a l l f o r t h an only modest i n c r e a s e i n growth, unless the 



i n i t i a l d i s e q u i l i b r i u m i s severe. B r a z i l , f o r i n s t a n c e , has amply demonstrated 
that i t i s p o s s i b l e to achieve economic growth even i n the face of very r a p i d 
i n f l a t i o n . The r a t i o n a l policy-maker w i l l thus remember that there i s a 
p r i c e above which i t i s not worth paying i n order t o buy e q u i l i b r i u m . Indeed, 
i n the case of i n f l a t i o n we have suggested that there i s a good case f o r 
p o l i c i e s that maintain a moderate pressure of demand on resources; i t has 
a l s o been suggested that s t a b i l i s a t i o n programmes which severely reduce the 
growth of an economy make i t a l l the harder to achieve the d e s i r e d r e d u c t i o n 
i n i n f l a t i o n . 

Fourth, our d i s c u s s i o n of the meaning of payments and p r i c e e q u i l i b r i a 
c a r r i e d i m p l i c a t i o n s f o r the d e f i n i t i o n and monitoring of p o l i c y o b j e c t i v e s . 
In the case of the balance of payments, we have shown that the n o t i o n of 
an e q u i l i b r i u m i s both complex and c o n d i t i o n a l upon the s a t i s f a c t i o n of other 
o b j e c t i v e s . Objectives expressed s i m p l i s t i c a l l y i n the form of t a r g e t s f o r , 
say, the current account balance or the value of reserves are u n l i k e l y to 
provide an adequate measure of achievements; and payments o b j e c t i v e s are 
best defined i n the broader context of the government's o v e r a l l economic goals. 
As regards i n f l a t i o n , we have shown t h a t , even i f i t were d e s i r a b l e to reduce 
the absolute p r i c e l e v e l (which i s u n l i k e l y to be the case), such an achievement 
i s almost c e r t a i n l y beyond the power of n a t i o n a l governments. The s e n s i b l e 
q u e s t i o n i s , how much i n f l a t i o n ; above what 'normal' or 'acceptable' r a t e of 
p r i c e increases i s a c t i o n regarded as d e s i r a b l e ? 

F i f t h , we have shown exogenous disturbances to be important sources of 
d i s e q u i l i b r i u m , p a r t i c u l a r l y f o r the balance of payments. Support i s thus 
provided to those who s t r e s s the importance of d i s t i n g u i s h i n g between exogenous 
and endogenous sources of disturbance when d e v i s i n g s t a b i l i s a t i o n p o l i c i e s . 
Even i f an exogenous f a c t o r (such as the l a r g e r e l a t i v e i n c r e a s e i n the p r i c e 
of o i l ) proves to be more than t r a n s i t o r y and must th e r e f o r e be accommodated 
e v e n t u a l l y , the p e r i o d of adjustment and the design of p o l i c i e s i n t h i s case 
are l i a b l e to d i f f e r from measures r e q u i r e d to cope, say, w i t h excessive domestic 
money c r e a t i o n . But while t h i s d i s t i n c t i o n does emerge as i n p o r t a n t i t can 
become b l u r r e d i f c a r r i e d too f a r . I f a government p e r s i s t e n t l y d e c l i n e s to 
act e f f e c t i v e l y to adjust t o a p e r s i s t i n g d e t e r i o r a t i o n i n the terms of trade 
and consequently s u f f e r s a payments c r i s i s , are we to a t t r i b u t e that to 
e x t e r n a l or domestic causes? 



S i x t h , the r e s u l t s of t h i s survey have provided c o n s i d e r a b l e reinforcement 
to those, l i k e the IMF, who emphasise the r o l e '6f domestic, and e s p e c i a l l y 
monetary, f a c t o r s i n the emergence of payments and i n f l a t i o n a r y d i s e q u i l i b r i a . 
This eoqjhasises the p o t e n t i a l value of orthodox f i s c a l and monetary demand 
management measures i n the p u r s u i t of s t a b i l i s a t i o n and i n p l i c i t l y r e j e c t s 
the arguments of those who c l a i m that such p o l i c i e s are i n some sense i r r e l e ­
vant to Idc circumstances. 

F i n a l l y , however, we have concluded by p o i n t i n g out an element of super­
f i c i a l i t y i n monetarist e x p l a n a t i o n s , which f a i l to examine the p o l i t i c a l 
circumstances which r e s u l t i n excess money c r e a t i o n . The p e c u l i a r u n p o p u l a r i t y 
of s t a b i l i s a t i o n measures w i t h p o l i t i c i a n s (and o f t e n t h e i r c o n s t i t u e n t s ) and 
the inqjortance of viewing d i s e q u i l i b r i a w i t h i n the s o c i o - p o l i t i c a l context 
which gave r i s e to them are bound to create acute d i f f i c u l t i e s f o r an i n t e r ­
n a t i o n a l agency l i k e the IMF. I t i s not p r o f e s s i o n a l l y equipped to undertake 
t h i s task and could only make e x p l i c i t judgements about the p o l i t i c a l circum­
stances at the l a r g e r i s k of i n c u r r i n g even more wrath from governments or t h e i r 
opponents. There i s no escape from t h i s , however. A p o l i t i c a l judgement i s 
already i n p l i c i t i n the Fund's s t a b i l i s a t i o n programmes and i t i s b e t t e r that 
these should be c o n s c i o u s l y based on a systematic e v a l u a t i o n than t h a t they 
should be the r e s i d u a l outcome of ' t i e c h n i c a l ' analyses which, whatever the 
i n t e n t i o n , cannot be value f r e e . Undoubtedly one of the most d i f f i c u l t aspects 
of such an e v a l u a t i o n would be to d i s c r i m i n a t e between genuine p o l i t i c a l 
c o n s t r a i n t s on the one hand and the p l e a d i n g by governments of a l l e g e d p o l i t i c a l 
c o n s t r a i n t s to conceal t h e i r owi;i reluctance to face up to economic r e a l i t i e s . Perhaps m the end the 1979 d e c i s i o n that the Fund should pay due regard to 
the domestic s o c i a l and p o l i t i c a l o b j e c t i v e s , the economic p r i o r i t i e s , and 
the circumstances of members" i n designing i t s programmes w i l l t u r n out to be 
a h i g h l y s i g n i f i c a n t one. 
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